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To Our STOCKHOLDERS, CUSTOMERS, PARTNERS AND EMPLOYEES:

i
For the second consecutive year our revenues increased, wé were profitable on an operating basis and we
significantly improved our operating cash flows, As we plan to increase our investments to accelerate growth in
fiscal year 2007, I would like to review with you our target market, our unique advantages, and our growth plans.

MARKET OPPORTUNITY—THE CUSTOMER INTERACTION HUB

We believe the Enterprise Customer Interaction Hub (CIH) market presents a growing opportunity worldwide,
Businesses recognize that brand loyalty is shaped more by superior customer interactions than by product
differentiation or price. Customers are demanding consistent, high-quality service from busmesses across all
channels—web phone emall pnnt and i m-person

As customer choice increases, products become more complex, and mobile devices proliferate, the volume of customer
interactions is growing geometrically. In response, businesses are investing in effective front-end and efficient
back-end customer interaction processes built on a CIH platform. In a CIH, all interactions over the web, email, phone,
paper, or m—person are managed by a shared, scalable interaction hub infrastructure—with common queues for work
allocanon best-practice business processes, uruﬁed knowledge bases, and aggregated customer hlstory

¢Gain targets large enterprises with its proven CIH solution, scalable open architecture, and industry-speciﬁc
best-practices. By limiting ourselves to enterprise clients, we endeavor to become their trusted partner—
anticipating their evolving customer interaction needs and addressing them with innovative solutions to dehver
competitive advantage. This sharpened market focus is dcs1gned to allow us to provide best-in-class solutions to
blue- Chlp customers worldw1de s

EGAIN ADVANTAGES
Best-in-class Customer Interaction Hub (CIH) suite for enterprise clients

Analysts recommend our solutions strongly to their enterprise clients based on our open 100% J2EE architecture,
the functional richness of our CIH suite, and our proven best-practices derived from blue-chip ¢lient successes.
For example, in fiscal year 2006:,

- eGain was recognized as a leader for the second year in a row in the 2006 Forrester Wave report on
eService, with eGam Service™ 7 suite recewmg the hlghest scores in more than 14 enterprise-critical
criteria

- eGam s deployment at Allant, a leadmg commumcauons company in Canada was recogmzed by Infoworld
as one of the Top 100 Most Innovative Corporate IT Solutions for 2005. This prestigious annual award
recognizes IT projects that demonstrate the most creative use of cutting-edge technologies to further client

- business goals . ' P . . ‘ '

- - eGain's deployment ‘at ABN-AMRO Services Company, received the 2006 CRM Excellence Award from
Customer Interaction Solutions Magazine for streamlining service processes and enabhng innovative
multichannel customer service

Hybrid delivery model — hosted or licensed

As a pioneer in delivering hosted web-based enterprise applications, ¢Gain has offered the choice of on-demand and
on-premise deployments since 1998! Unlike other companies that offer a one-size-fits-all hosted solution based on a
shared hosting infrastructure to all its customers large or small, we tailor our hosted offering to provide data privacy,
security, and dedicated infrastructure to our enterprise clients. We believe that large enterprises require hosted
solutions that match their security, compliance, and uptime requirements. They want better service level agreements
than small and medium-sized businesses and they are willing to pay for it.




Global operating model delivers superior margins and scale ' : '

We-built a high-quality eGain-owned operation in India that delivers compelling value to our customers acriiss
multiple functions — product development, technical support, professional services, marketing, inside sales, and
finance. This global capability allows us to scale our back end efficiently to respond to increased demand. To
address our growing business needs in fiscal year 2007 we are expanding our India operations by opening a n2w
development center in New Delhi.

GROWTH PLANS

.

Increased investments in sales and marketing to drive top line growth : : d

In December 2005, we hired Tom Hresko as our Head of Worldwide Sales. Tom brings to eGain a proven trick
record as an enterprise software salcs executive. We are pleased with the progress he has made in his first mne
months

As a result of i 1ncrcasmg our sa]es and marketing 1nvestments our fiscal year 2006 bookings {(new Ilccnsc md
hosted bookings excluding renewals) increased from fiscal year 2005. We also saw increased investment in our
CIH solutions by large enterprises. Compared to no seven-figure transactions in fiscal year 2005, we closed thrce
seven-figure transactions in fiscal year 2006. -

Worldwide, we have created focused direct sales teams to target three key indlllsiry groups ~ financial servizes,
telecommunications, and business process outsourcing. The rest of the market is served by our geography-bzsed
sales force. This focus will help us increase penetration where we see the best intersection of market demind,
proven success, and solution fit for our products. We are also expanding our sales presence in Europe and in
August 2006, we opened an office in Amsterdam.

Increasing distribution will give us greater market reach

We' are pleased to announce that we entered into an OEM agreement with Cisco Systems in August
2006. Under this agreement, we will supply unified communications'technology for use in certain Cisco
products. To service Cisco, we expect to increase our R&D investment in fiscal year 2007 and beyond. We
also expect this agreement to have a positive top-line impact, beginning calendar year 2007,
. ]

In summary, we believe the CIH market opportunity in large enterprises is growing worldwide as customer
interactions shape brand loyalty. We believe we are well positioned in this growing market to consolidate our
product leadership and blue-chip customer successes into business leadership. All the pieces are in place. Maving
forward, we plan to invest across our business to drive growth through direct and OEM channels.

Thank you for your support in building a profitable business to realize our common vision. With our best-in-:lass
products, flexible delivery model, scaled global delivery capability, increased sales. and marketing investraent,
and the Cisco OEM partnership, 1 believe that fiscal year 2007 will be more exciting than fiscal year 2006. Stay
tuned.

Ashutosh Roy . '
Chief Executive Officer ) '
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ITEM 1." BUSINESS - o o
.This report on Form 10-K and the documents incorporated herein by reference contain forward-looking
statements that involve risks and uncertainties. These statements may be identified by the use of the words such

as “anticipates,” “believes,” “continue,” “could,” “would,” “estimates,” ;"forecasts,” “expects,” “intends,”
LI ANl

“may,” “might,” “plans,
of those terms. The forward-looking statements include, but are not limited to, risks stemming from the failure to
improve our sales results and grow revenue, failure to compete successfully in the markets in which we do
business, our history of net losses and our ability to sustain-profitability; our limited operating history, the
adequacy of our capital resources and need for additional financing, continued lengthy and delayed sales cycles,
the development of our strategic relationships and third party distribution channels, broad economic and
political instability around the world affecting the market for our goods and services, the continued need for
customer service and contact center software solutions, our ability to respond to rapid technological change and
competitive challenges, risks from our substantial international operations, legal and regula%my uncertainties

4 [T ”oa (2] LI

potential,” “predicts,” “should,” or “will” and similar expressions or the negative

and other risks related to protection’ of our intellectual property assets and the operational integrity and

maintenance of our systems. Our actual results could differ materially. from those discussed in ‘statements
relating to our future plans, product releases, objectives, expectations and intentions, and-other assumptions
underlying or relating to any of these statements. Factors that could contribute to such differences include those
discussed in “Factors That May Affect Future Results” and elsewhere in this document. These forward-looking
statements speak only as of the date hereof. We expressly disclaim any obligation or understanding to release
publicly any updates or revisions to any forward’lookmg Stateients contained herein to reflect' any change in

our expectations wrth regard thereta or any change m evenrs, condrtmns or crrcumtances on which any such _

£

statement is based : U O R

I . . . . s s ce
T

Overview

LS

We are a pioneer and a leading provider of customer service and contact cénter software that enables

companies to build customer interaction hubs. An innovative approach to customer service, these hubs reduce .
customer service costs while enhancmg customer experience within and across interaction channels by -
centralizing. interaction history, knowledge management, business rules, analytics, workflow and application

managcment in one platform. Trusted by prominent enterprises,and growmg mid-sized companies  worldwide,

eGain’s award winning software has been helping organizations achieve, ‘and sustain customer. service excellence -

for more than a decade. The company was incorporated in Delaware in September 1997. . .o
S v oL b

Industry Backgrourld - : C o

Customer service has become a key, if not the only, differentlalor for busmesses as products continue to
become commoditized. Furthermore, businesses are under pressure to delwer a umﬁed and seamless
‘multichannel customer service experience, while “domg more with less.” Today" s customers demand instant
access to customer -service and expect immediate, accurate, and. consistént responses through a range of

traditional and new interaction channels. The ability to dehver consistent service across a multichannel contact '

center and self-service is a'must in today’s competitive business environment. Failure to do so erodes customer
loyalty and risks brand reputatlon . - - S ‘
e S e L :
. Over the past few .years, numerous software vendors have-developed point solutions des1gned to handle
online customer communications- through a specnﬁc channel such as email, real-time web collaboration, or web
self-service.. . . . . . L : . '

o . oot . - S T W e,




However, point solutions do not meet the demands of today’s customers since they increasingly use multiple
channels of communication. Point solutions also create interaction silos, making it difficult for customer service
agents to easily reference a customer’s past communications that originated from multiple channels. Nor do they
use a common knowledge base to deliver consistent accurate responses. Moreover, many of these solutions do
not integrate eas1ly with a company’s existing systems -making them difficult to 1mplement and maintain.

To meet growing customer demand for seamless multlchannel service, businesses need a comprehensiire,
functionally rich, yet deeply integrated customer service suite.to serve customers across phone, web, email and
other media. Qur software suite enables companies to transform theif siloed' contact centers into multichannel
customer interaction hubs that improve service quality and customer experience, dramatically reduce service
costs, increase self-service adoption through highly flexible and adaptive self-service, boost agent productivily,
and enhance end-to-end service process efficiencies. e v

‘The eGain Solution "

Recognized by leading industry analysts and customers alike, our application suite, eGain Service™ , is
available through licensed or hosted models. It includes integrated, best-in-class applications for web self-service,
email management,. paper/fax management, chat,.cobrowsing, SMS, call tracking and resolution, proactive
notifications, cross-channel  knowledge management, case management and service fulfillment. These robiist
applications are built on the eGain Service Management Platform- (¢eGain SMP™), - a scalable next-generation
framework that includes end-to-end service process management, multichannel, multi-site contact cenler
-management, and certified out-of-the-box integrations with leading call center, content, and business systems.. . .

Our applications anc‘i.p.latform‘ are built on a service-oriented architecture, using open standards such. as
J2EE, XML, HTTP, JDBC and Java. They are designed to be modular (each application can be deployed stard-
alone) while ensuring complete plug-and-play across all applications in the suite. Finally, the eGain application
suite comes with certified, out-of-the-box integrations with several third-party call center and business systemns
through eGain Adapters™. '

Our products are designcd to provide companies with the following benefits:

*  Build profitable lohg-term customer relationships. Whether a customer is asking a question, seeking a
resolution to an issue, or ‘making a purchase, our solution allows businesses to enhance the customer
interaction experience.. Using our solutions, businesses can provide 24x7 web self-service, respond
rapidly and effectively to large.volumes of email, ‘communicate over the web in real time with their
customers, answer questions’using' best-practice processes on the phone, track the history of individuial
customer interactions, fulfill service requests, send proactive notifications and' allow customers: to
handle their own service needs at any time,

* Increase revenue through improved sales conversion and cross-sell. In addition to strengthening
customer relationships, our products help businesses convert website visitors into customers, and help
agents to conlcxtually upsell and cross-sell products and services. A visitor to a website utilizing eGuin
solutions can interact with a customer service representative live over the web through chat and
cobrowse to inquire about a spccnﬁc product or issue, thereby catalyzing the sales process. Furthermo e,
customers ca]lmg into a, scrv1cc cenler can be offered powerful cross-sell offers by agents-using the be it-
practice capture and expert reasoning capablllty of eGain’s knowledge management products.

* Reduce operating costs through improved agent productivity and self-service automation. Cur
products are designed to enable companies to provide highly effective and efficient customer service
‘while reducing operating costs.. Our intélligent routing, autosuggest and autoresponse capabilitics,
tracking, and reporting features,'complemented with agent-facing knowledge tools,  measurably enhance
the productivity of service agents. From an online service perspective, our robust self-service tools,

- integrated escalation paths, and sophlsllcated artificial inteiligence engine help resolve business issues
without human assistance, _ _ v




*  Reduce total cost of ownership (TCQO) through open architecture, integration adapters, and scalable
design. Our products are designed to integrate, not only with each other, but with data and processes
residing in legacy systems and other enterprise data sources. By integrating out-of-the-box with leading
business applications and content systems, our platform allows companies to leverage existing business
data and content assets. :

* Offer rapid time to value through flexible deploymem options. Qur products are designed to allow
companies to deploy on site or in a hosted environment operated and maintained by us. Customers using
eGain OnDemand™, our secure, enterprisé-class hosted solution, can take advantage of our on-demand
expertise, thereby reducing the need for in-house information technology resources. eGain OnDemand
also enables customers to virtually eliminate risk in the purchase process by quickly proving the value
of our solution in the hosted mode. Thereafier, we can easily migrate the solution on-site to nghtly

integrate within the customer’s IT and business infrastructure.
]

The eGain Strategy

Our objective is to further enhance our position as a leading pr0v1der of customer interaction hub software
The key elements of our strategy include: =

'

. Enhance and Expand our Leadtng Integrated, MultiChannel Customer Service Platform. 'We believe we are
one of the few companies that provide software to enable integrated communication. across email, phone, paper,
real-time web channels such as chat and co-browsing, emerging channels such as. SMS and multiple modes of web
self-service. We have a strong track record of successfully extending our platform through internal development and
acquisitions and continue to invest in research and development efforts. We believe we were the first company to
expand channels of communication by integrating the email and real-time channels. We also believe we were the
first company to offer self-service and knowledge management applications integrated into a complete customer
service platform. In addition, our solution i is designed to integrate with leading CRM, ERP and call center systems,
enabling customers to leverage investments in emsnng systems and prov1de enterprise-wide value.'

Provide Demonstrable Return on Investment to Customers. In today’s age of prudent IT investments, we

f

believe customers will only buy enterprise software if 'they are convinced it will result m real return on
mvestment (“ROI") in both the short and long run. A central element of our strategy is the ablhty to provide °

companies with demonstrable ROI from the purchase of our software applications. Among the .ways our
solutions deliver ROI to clients ‘are: mcreasmg revenues from enhanced customer loyalty, enabling timely

pre-sales help via live web collaboration, enabling proactive promotional notifications and contextual vp-selling/

cross-selling in a service context; decreasing headcount and associated costs; improving agent productivity in the
call center and customer support areas; enabling new paradigms such as call center consolidation and
off—shorlng, providing customers with access to lower-cost service altematlves than traditional telephone support;
and preserving and leveraging existing information technology lnvestments usmg our eas:ly—mtegrated products.
We believe our comprehensive ROI assessment tools make it easier for our customers and prospects to invest in
our solutions. ‘ : ‘ : . !

L]

Technology Leadership. With the creation of our flagship product, eGain Mail, we were the first company
to introduce a 100% web-architected solution to address the need for online customer interaction management.
Since inception, we have designed our products from the ground up for easy browser access from anywhere at
any time, and rapid, flexible deployment via in-house or hosted options. We intend to maintain our technology
leadership by continuing to fine-tune our applications and user interfaces to a service-oriented architecture for

maximum performance, user adoption and productivity. We believe that our service-oriented architecture .

provides true global' access, improved scalability, easier integration with existing - enterpnse appltcattons and

systems, and lower deployment costs than alternative products
I

Flexible Delwery Opt:cms We beheve that offenng our soluuon ona hosted or hcensed basis provides
customers with a meaningful choice of deployment options. Customers can- choose to license applications for
deployment at their facilities, or employ our hosted operations. They may also choose an in-house

3




implementation managed remotely by our managed services program. Customers choosing to receive hos:ed
access to our solutions can focus on other aspects of their business while benefiting from the rapid deployment,
24x7 reliability and support, scalability on demand, and lower up-front investment that the hosting option offers.
We believe that we offer the highest level of deployment flexibility among enterpnse-class customer service
software vendors. .

Expand Global Distribution Capabilities. We intend to expand our global distribution capabilities throvgh
our direct sales efforts as well as strategic partnerships with systems integrators, resellers, technology partnzers
and ‘solution provrders We have’ sales presence in 19 countries through direct presence and distribution

'partnershrps We have ofﬁces in the' Umted States, Umted Kingdom, Ireland, Italy and India.

s

Products and Services
eGain Service™ 7 Suite of Applications

eGain Service 7 is a complete customer service management solution. Built for rapidly-implementing next-
generation contact-center strategies, it consists of a service process management platform—the unique and open
eGain SMP™—and best-of-breed applications for self-service and the contact center. Unlike most existing
customer service suites, which are old client-server software packages, eGain Service 7 combines industry best
practices and powerful service process management capabilities built on a service-oriented architecture and an
industry-leading, browser-based rich user interface. The solution offers true multichannel service ‘and integrared
work management, and is desrgned to leverage existing mvestments in contact centers business systems and

websntes o ‘ - .

. . . B . B
e o . ot

The individual apphcatlons in the suite are described below

«  eGain Mail is an mdustry-leadlng solution for processing inbound custonier emails and prov1ding

" " mission-critical -email customer service, 1ncorporat1ng hundreds of best-practices developed over years

of serving inhovative g]obal enterprises. Secure messaging, lifecycle audits, and real-time archival are

some of the features that provide our customers a next-generation email management platform for their

enterprises. The first email management application designed as a true “application utility,” it can be

. 1mplemented by corporate IT to deliver customer email management capability on- -demand to multiple

) " business units within the enterpnse Desrgned to process. very high volumes of emar! and webform

requests, eGain Mail allows compames to deliver consnstent high-quality service through flexible
process automation, optimized user mterface and powerful reports. Additional modules include:

. » eCGain Secure Mail™ to.authenticate the customer before allowing the vrewmg of confidential

.mformanon : e e . . 1.

. eGaJn Fax to route, track, and respond to faxes with the same mfrastructure that is used to handle
emails and webform subnussmns
. ' "
. eGam SME“‘ to extend the use of enterprlses ematl management 1nfrastructure to other parts of the
enterprlse with the help of webforms,

. eGaln Campalgn afull featured, scalable outbound email solutton

. eGam KnowledgeAgent empowers contact center agents with best-practtce know]edge management and
is designed to make every agent as productive and capable as the enterprise’s best agent. This product
delivers fast, consistent, and accurate answers to agents as they use the rich conversational interfuce
while engaging customers over the phone. eGain KnowledgeAgent uses patented search and-reasoning
technology coupled with natural language and advanced linguistic processing to search, suggesst
additional questions, and recommend solutions. In the course of a natural conversation with the
customer, a service agent is guided to the right answer by eGain KnowledgeAgent Experienced ageats
can choose additional access models like browse and search to get to the answers in the knowledge base.
In addition, this solution, in conjunction with eGam Content Adapter™, .allows an agent to acciss
information stored in external systems. | '
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. eGuain LiveWeb is an industry-leading solution for providing real-time web assistance. It incorporates
- powerful best-practices developed over years of serving innovative global enterprises, including proxy-
based co-browsing, multi-chat interface; secure authentication, scalable load-balancing, and universal
browser support. The first web collaboration application designed as a true “application utility,” eGain .
LiveWeb can be implemented by corporate IT to deliver on-demand- live web assistance to multiple .,
business units within an enterprise. Designed to process very high.volumes of service requests, eGain
LiveWeb allows you to deliver consistent, high-quality service. .

*»  eGain Self-Service is a comprehensive solution supporting the broadest set of self-service dccess 'options ‘
in the industry—dynamic FAQs, topic-based browsing, natural language search, gunded help, virtual
agent technology and case tracking. Shaped by our expenence with enterpnse customers eGain Self-
Service offérs a unique combination of “rich, multi- -access self-serwce capabllmes burlt on a
collaborative knowledge management framework within eGain SMP"‘ This framework makes it easy
“for organizations to create, maintain, and, enhance common content m a dlstnbuted manner, as well as
leverage existing content from across the enterpnse ’ . i

+ " eGain Adapters include a set of out-of-the-box integration modules for connecting ‘¢Gain applications
with content repositories, call center telephony (CTI) solutions, databases, and business applications. .
_Usmg eGain Adapters, companies can leverage existing investments and realize the beneﬁts of an
enterprise-wide business operanon platform at reduced cost of ownership and reduced tn'ne to beneﬂt ‘
There are three kinds of integration modiles: eGain Content Adapter eGain CTI Adapter, and eGain
Data Adapter.

. vy

Hosted Operattons ' } ' L o ' N . t"A ‘
eGam OnDemandTM Hostmg is a proven robust and scalable solutlon that ‘has been used by enterprlse _
companies to rapidly build customer interaction hubs since 1998. Hosting our applications on servers located in
our SAS 70 Type II data center allows: rapid deployment of eGain products, including seamless secure access to
customer’s in-house data systems; 24 x 7 management of infrastructure, security, servers; operating systems and
databases; proprietary management systems to monitor servers and application allowing for high availability and
performance; easy migration from eGain Hosted to in-house platform or vice-versa. Designed with redundancy at
all levels, the hosting network eliminates single points of failure. Value-added services include email spam and
virus cleaning, post office services, virtual private networks, remote data access, encrypted backups, and test /
reporting / warm spare servers. Enterpnse customers receive full funcuonahty access of eGam s application suite

" thiough a standard web browser over a secure Internet connéction’ -

B

Pl'0fessionalServices e L e .

Our worldwide professrona] servrces orgamzatmn prov:des consultmg, hostmg, techmcal support, and -
education services designed to ensure customer success and build customer loyalty. :

s Consulting Services. "Our consulting’ services group " offers rapid implementation services,” custom
solution development and systems integration services. Consultants work with customers 16 understand
their specific requirements, analyze their business needs and implement integrated solutions. We
provide these services independently or in partnership with systems integrators who have developed

. consulnng expertise on our platform. - .

Ck . . A ' v ' -

*'  Hosted Services. Our hosted services group provrde5*24x7 applrcatlon management, monitoring and
response services. We also provide database services to maintain and enhance the performance,
avallabllrty and rehab:hty of productron systems as well as network secunty services.

. s

. Support Services. We offer a comprehenswc collectlon of support services de51gned to raprdly respond
to inquiries. Our technical support services are available to customers worldwrde under mmntenance
agreements. - . . Lo S !




» _Education .Services. Our educational” services group. provides a comprehensive set-of basic and
customized training programs to our customers and partners. Training prograrns are ‘offered either
onlme in-person at the customer site, or at one of our worldwide trammg centers. :

. As of fiscal year ended June 30, 2006 we had approx1mately 74 professionals provrdmg worldw1de servii:es
for systems installation, solutions development application management, and education and support. -

Sales and Marketing _
Sales Strategy « S . . . ..

Our sales strategy is'to pursue targeted accounts through a combination of our ‘direct sales force and strate;zic
alliances. We target our sales efforts at Global 2000 companies. Our North Amencan direct ‘sales personnel are
based at our corporate headquarters in Mountain View, California, with field sales presence throughout the Uniled
States and Canada. Intemanona]ly, we have field offices in Ireland Italy, Indla and the Umted ngdom

The direct sales force is orgamzed into teams that include both sales representatives and sales consultarits.
Our drrect sales force is complemented by telemarketmg representauves .

' We further complement our dlrect- sales force with a series of reseller and sales alllances Through th( se
alhances we are able to leverage addmonal sales, markenng and deployment capabilities. "

Marketing and Partner Strategy

Our marketing strategy is to build market awareness as a leading provider of customer service and contact
center software that enables Global 2000 companies to transform traditional- call centers into multichamel
customer- interaction hubs that drive down service costs while enhancing customer service ‘experience. Qur
marketmg orgamzauon also focuses on generating leads for the sales force. : . K

o e

We employ a- w1de range of marketing avenues to dellver our message mcludlng print and Internet
advertising, targeted electronic. and postal mailing, email newsletters and a varicty of trade shows, semingrs,
webinars and interest groups. . - . .. T e
) Our markelmg group also produces sales tools including product . collateral customer case studdes
demonstrations, presentations and competitive analyses. In .addition, the group performs market analyses md
conducts focus group and customer reviews to identify and develop key partnership opportunities and prod.lct -

requirements.

We believe that our partners help extend the breadth and depth of our product offerings, drive market
penetration, and augment our professional service capabllmes We belicve these relationships are important to
delivering successful, mtegrated products and servnces to our customers 7 o

r - '1

As of fiscal year ended June 30, 2006,_there were approxrmately 57 employees engaged in worldwide sales

and marketing activities. . . . .. . .

. n
4 .
+ N . . ¥ . i

Customers . s . . ce ,
i
We serve a worldwide customer base across a wide variety of industry ‘sectors including:
telecommunications, financial services, insurance, outsourced services, retail, technology, manufacturing and
consumer goods. Our revenues are divided between growing medium sized enterprises (companies with up to
$250 million in annual revenues) and large enterprises (over $250 million in annual revenues). For the fiscal yzar
ended June 30, 2006, international revenue accounted for 51% and domestic revenue for 49% of total revenue,

compared to 49% and 51% respecnvely for fiscal year 2005 !

'
o . Coe
i . B B

None of our customers accounted for more than 10% of our revenues in fiscal years 2006 or 2005.
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Competition ;. . ‘ . L S

The market for customer service and contact center software is mtensely competitive. Other than product
innovation and ex1st1ng customer relationships, there are no substantial’ barners to entry in this market, and
established or new entmes may enter this market i in the near future. While home- -grown software developed by
enterpnses represents indirect e0mpetmon we also compete dlrectly with packaged application software vendors
in the customer service arena, including Art Techno]ogy Group, Inc., Avaya, Inc., Genesys Telccommumcatrons
(a wholly-owned subsidiary of Alcatel), Kana Software, Inc., RightNow Technologies, Inc., Knova, Inc., and
Talisma Corp. In addition, we face actual or potential competition from la.rger software compames such as
Microsoft Corporation, Oracle Corporation and SAP Inc. and smular compames that may attempt to sell
customer service software to thelr msta]led base ‘

. We believe competition will continue to be fierce as current competntors increase the sophistication of their
offerings and as new partnc:lpants enter the market Many of our current and potential competitors have longer
operating histories, larger customer bases, broader brand recognmon and significantly greater financial,
marketing and other resources, With more established and better-financed competitors, thése companies may be
able to undertake more extensive marketing campaigns, adopt more aggresswe pricing polncres and make more .
attractwe offers to businesses to induce them to use thelr products or services.

Further, any delays in the general market’ acceptance of our applications would likely harm our competmve
position by allowing our competttors additional time to improve their product and service offenngs and also provide
time for new competitors to develop apphcatIons and solicit prospective customers within our target markets.
Increased competition could result in pricing pressures, reduced operating margins and loss of market share.

Product Development

The market for our products changes rapldly and is characterized by evolving industry standards swift
changes in customer requirements and’ frequent new product introductions and enhancements! We believe that
strong product development capabilities are essential to our strategy of maintaining technology leadership. This
includes enhancing current technology, prowdmg excellent quality, performance, and functionality, as well as -
developing additional appllcanons ‘and mamtalnmg the competltweness of our product and service offermgs We
have invested significant time and resources to create a structured process for undcnakmg all product
development. This process involves several functmnal groups at all levels w1thm our organization and is
designed to provide a framework for defining and addressing the act1v1t1es required in bringing product concepts
and development projects to market successfully.

In addition, we contmuously analyze market and. ‘customer requrrements and evaluate technology that we
belteve will enhance platform acceptance in the market We selectively choose partners with superior technology '
to enhance features and funct.mnallty of our product offermgs .

As of fiscal year ended June 30, 2006, there were approxlmately 93 employees engaged in worldwide
product development activities.

Intellectual Property

+ We regard our copyrights, service marks; trademarks and similar intellectual property as critical to our success.
We rely on patent, trademark, copyright, trade secret and other laws, as well as confidentiality procedures  and
licensing arrangements, to protect the proprietary aspects of our technology and business. We own four patents in
the field of case-based reasoning, and have patents pending on various other aspects of our technology

We are continually assessing. the propriety of seekmg patent and other mtellectua] property protection for

those aspects of our technology that we believe constitute innovations providing significant competitive
advantages. Pending and future applications may or may not receive the issuance of valid patents and trademarks.
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We routinely require our employees, customers, and potential business partners to enter into confidentiality
and nondisclosure agreements before we will disclose any sensitive aspects of our products, technology, or
business plans. In addition, we require employees (o agree to surrender to us any proprietary informaticn,
inventions or other intellectual property they generate or come to possess while employed by us. Despite cur
efforts to protect our proprietary rights through confidentiality and license agreements, unauthonzed _parties may
attempt to copy or otherwise obtam and use our products or technology.. These prccautlons may ‘not prevent
misappropriation or infringement of our intellectual property. In addition, some of our license agreements with
certain customers and partners require us to place the source code for our products into escrow. These
agreements typically provide that some party will have a llmltcd non-exclusive right to access and use-this code
as authorized by the license agreement if there is a bankruptcy proceeding instituted by or agamst us, or if we
materially breach a contractual commitment to provide support and mamlenance to the party.

Third parties may infringe or misapproprialc our copyrights, trademarks and similar propﬁetary'rights In
addition, other parties may assert infringement claims against us. Qur products may infringe issued patents that
may relate to our products. In addition, because patent applications in the United States are not publicly disclosed
until the patent is issued, applications may have been filed which relate to our software products. We may be
subject to legal proceedings and claims from time to time in the ordinary course of our business, mcludlng claims
of alleged infringement of the trademarks and other intellectual property rights of third parties. Inteliectual
property litigation is expensive and time-consuming and could divert management’s attention away from running
our business. This litigation could also require us to develop non-infringing technology or enter into royalty or
license agreements. These royalty or lice;ise agreements, if required, may not be available on acceptable terms, if
at all, in the event of a successful claim of infringement. Our failure or inability to develop non-infringing
technology or license the proprietary rights on a timely basis would harm our business. '

Employees

As of fiscal year ended June 30, 2006, we had 253 full-time_employees, of which 93 were in prodiict
development, 74 in services and support, 57 in sales and marketing, and 29 in ﬁnance and administration.

None of our employces are covered by collectwc bargaining agreements. Whlle we believe our relaucns
with our employees are good, our future pcrformancc depends largely vpon the continued service of our key
technical, sales and marketing, and senior management personnel, none of whom are bound by employment
‘agreements requiring service for a defi ned period of time. The loss of services of one or more of our .key
employees could have a material adverse effect on our business. .

We may not be successful in attracting, training and retaining qualified personnel, and the failure to do :o,
particularly in key functional areas such as product development and sales, could materially and adversely affect
our business, results of operations and financial condition. Qur future success will likely depend largcly on cur
ability to attract and retain experienced sales, technical, marketing and management personnel.

ITEM 1A. RISK FACTORS R : L

Our lengthy sales cycles and the difficulty in predicting timing of sales or delays may lmpalr our operatmg
results

The long sales cycle for our products may cause license revenue and operating results to vary significantly
from period to period. The sales cycle for our products can be six months or more and varies substantially from
customer to customer. Because we sell complex and deeply integrated solutions,. it can take many months of
customer education to secure sales. While our potential customers-are evaluating our products before, if ever,
executing definitive agreements, we may incur substantial expenses and spend significant management effort in
connection with the potential customer. Our multi-product offering and the increasingly complex needs of our
customers contribute to a longer and unpredictable sales cycle. Consequently, we often face difficulty predicting
the quarter in which expected sales will actually occur. This contributes to the uncertainty and fluctuations in our
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future operating results. In particular, the corporate decision-making and approval process has become more
complicated. This has caused our average sales cycle to further increase and, in some cases, has prevented deals .
from closmg that we believed were likely to “close. Consequently, we may miss our revenue forecasts and may
incur expenses that are not offset by correspondlng revenue.

If we fail to improve our sales performance and marketing actmtms, we may be unable to grow our
business, negatively impacting our operating results and financial condition . '

" Expansion and growth of our business is dependent on the ability of our recently expanded sales force to
become productive. Moreover, many of our competitors have' sizeable ‘sales-forces and greater resources to
devote to ‘sales and marketing, which results in their enhanced ability to develop and inaintain customer’
relationships. Thus, failure of our sales and marketing investments to translate into increased sales volume and
enhanced customer relationships may hamper our efforts to achieve profitability. This may impede our efforts to
ameliorate operations in other areas of the company and 'may result in further decline of our common stock price.

: L. i . . L - AN . . - - . 02

Due to the complexity of our customer interaction hub platform and related products and services, we must '
utilize highly trained sales personnel to educate prospective customers regarding the use and benefits of our
products and services as well as provide effective customer support. Because, in the past, we have experienced
turnover in our sales force and have fewer resources. than many of our competitors, our sales and marketing
orgamzatron may not-be able to successfully compete with those of our competltors P i R R

T . . LN . . . o

Our hybrld revenue model may unpact our operating results ' e

We offer a hybnd dellvery model the mix of new hosting and license busmess ina quarter couid also have .
an impact on our revenue in a partlcular quarter. For license transactions the hcensc revenue amount is generally
recognized in the quarter delivery and acceptance of our software takes place whereas, for hostlng transactions,
hosting reyenue is recognized ratably over. the term of the hosting contract, which is typically one to two years.
As a result, our total revenue may increase or decrease in future quarters as a result of the Unl_mg _and mix of
license transactions. o

1 T 4, ‘Y
vt L s

We must compete successfully in our market segment

The market for customer serv1ce and contact center software is 1ntensely competitive. Othef than product
development ‘and existing custorer relatlonshlps there aré no substantial barriers to entry in, this market, and
established or new entities may enter this market in the near future. While home-grown software developed by
enterprises represents-indirect competition, we also compete directly with packaged application software vendors
in the customer service arena, including Art Technology Group, Inc., Avaya, Inc., Génesys Telecommunications
(a wholly-ownéd subsidiary'of Alcatel), Kana Software, Inc:, RightNow- Technologies, Inc., Knova Software, .
Inc.,-and Talisma Corp. In addition, we face actual or potential competition-from larger software companies such
as Microsoft Corporation, Oracle Corporation,-SAP; Inc. and smn]ar companies who’ may attempt to sell
customer service software to theu' mstalled base ) - o

3 ‘e . T et . 1 . ARV

1

We believe competition will continue to be fierce and increase as current competitors enhance ‘the
sophistication of their offerings and as_siew participants enter the.market. Many of *our current and: potental
competitors have longer operating histories, larger customer bases, broader brand recognition,’and significantly
greater financial, marketing and other resources. More established and better-financed, these companies may be
able to undertake more extensive marketing campaigns, adopt more aggresswe pncmg pohcres and make more
attractive offers to businesses to induce them to use their products or services.

Further, any delays in the roll out or general market acceptance of our apphcauons wou]d hkely harm our. ’
competitive position by allowing our competitors additional time to improve their product and scrvrce offermgs and
also provide time for new competitors to develop applications and solicit prospective customers 'within our ‘target
markets. Increased competition could result in pricing pressures, reduced operating margins and loss of market share -

t
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We have a history of losses and may not be able'to be profitable in the future :

We incurred ‘a net loss of $1.1 n'ulllon for the year ended June 30, 2006. As of June 30, 2006, we - had an
accumulated deficit of approximately $317.4 million. We do not know if we will be profitable in the foreseeable
future. However, we must continue to spend resources on maintaining and strengthening our business, and this
may, in the near term, have a continued negative effect on our operating results and our financial condition. If we
incur net losses in future periods, we may not be able to retain employees, or fund investments in capltal
equipment, sales and marketing programs, and research and development to successfully compete against cur
competitors. We also expect to continue to spend financial and other resources on developing and introducing
product and service offerings. Accordingly, if our revenue declines despite such investments, our business and
operating results could suffer. This may also, in turn, cause the price of our common stock to demonstrate
volatility and/or continue to decline. ) .
Our failure to expand strategic and third-party distribution channels would impede our revenue growth .

To grow our revenue base, we need to increase the number of our distribution partners, including software
vendors and resellers. Our existing or future distribution partners may choose to devote greater resources to
marketing and supporting the products of our competitors which could harm our financial condition or results of
operations.. Qur failure ‘to expand third-party distribution channels would impede our future revenue growth.
Similarly, to increase our revenue and implementation capabilities, we must: continue to develop and expand
relationships with systems integrators. We sometimes rely on systems integrators to recommend our products to
their customers and to install and support our products for their customers. We likewise depend on broad market
acceptance by these systems integrators of our product and service offerings. Qur agreements generally do not
prohibit competmve offerings and systems integrators may develop, market or recommend software appltcatlons
that compete with our products. Moreover, if these firms fail to implement our products successfully for their

customers, ‘'we may not have the resources to implement our products on the schédule required by their
customers. To the extent we devote resources to these relationships and the partnerships do not proceed as
anticipated or provrde revenue or other results as anticipated, our business may be harmed. Once partnerships are
forged, there can be no guarantee that such relationships will bé renewed in the future or available on acceptal)le
terms. If we lose strategic third party relationships, fail to renew or develop new relationships, or fail to fully
exploit revenue opportumtles within such relationships, our results of operatlons and future growth may suffer.
Due to our ltm1ted operating hlstory and the emerging market for our products and services, revenue and
operating expenses are unpredlctable and may ﬂuctuate, which may harm our operating results and
financial condition . ) o

Due to the emerging nature of the multichannel contact center market and otheér similar factors our reverue
and operating results may fluctuaté from quarter to-quarter. Qur revenues in certain past quarters fell and could
continue to fall short of expectations if we experience delays or cancellations of even a small number of orders. It
is possible that our operating results in some quarters will be below the expectations of financial ana]ysts or
investors: In this event, the market price of our common stock is also likely to decline.

A number of factors are likely to cause floétuations in our operating results, including. but not limited {o, the
following: . ‘ ,

. demand for our software and budget and spendmg -decisions. by mformauon technology departments of
© -our customers; - - . . ; - n

. the mix of hosted and license transactlons, ’

+ " seasonal trends in technology purchases; ,

* our ability to attract and retain customers; and
* ' litigation relatmg to our 1nte11ectua] proprletary rlghts

In addition, we base our expense levels in part on expectauons regarding future revenue levels In the short
term, expenses, such as employee compensation and rent, are relatively fixed. If revenue for a particular quarter
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is below expectations, we may be unable to reduce our operating-expenses . proportionately, for that quarter.
Accordingly, such a revenue shortfall would have a dlspropomonatc effect on expected operating results for that -
quarter. For this reason, penod-to-penod compansons of our operatmg results may also not be a good indication
of our future performance

‘We may need additlonal capital, and raising such additlonal capital may be difficult or unpossnble and will
likely significantly dilute existing stockholders . - .

We believe that existing capital resources will enable us to maintain current and planned bperat.ionjs for the -
next 12 months. However, our working capital requirements in the foreseeable future are subject to numerous
risks and will depend on a variety of factors,. in partlcular, that revenues maintain at the levels achieved in fiscal
year 2006 and that customers continue to pay on a tlmely basis. We may neéd to secure additional financing due
to unforeseen or unanticipated market conditions. Such financing may be difficult to obtain on terms acceptable
to us and will almost certainly dilute existing stockholder value... . . . T

!
We depend on broad market acceptance ol' our appllcations and of nur business model

We depend on the w1desprcad acceptance and use of our appltcatlons as an effectwe solutlon for businesses
seekmg to manage hlgh volumes of customer interactions across multiple channels, including web, phone, email,
print and in-person.. While we believe ‘the potential to be very large, we cannot accurately estlmate the, size or
growth rate of the potential market for such product and service offenngs generally, and we do not know whether
our products ‘and services in particular will achieve broad market acceptance. The marl'(et for customer
interaction software is relatlvely new and rapldly evolvmg, and .concerns over -the security and reliability of
online transactions, the privacy of users and quality of service or other issues may inhibit the growth of the
Internet and commercial online services. If the ‘market for our applrcatlons fails to grow or grows mnore slowly .
than we currently antrcnpate our business will be senously harmed. -

e
+

Furthermore our business model is prermsed on busmess assumpt.lons that are st;ll evolvmg Hlstoncally, .
customer service has been conducted primarily in person or over the ‘telephone, Our business model assumes that
both customers and companies will increasingly elect to communicate via multiple channels, as well as demand
integration of the online channels into the tradmonal tclephone based call center. Our business model also
assumes that many companies recognize the. beneﬁts of a hosted delivery, model and will seek to have thcrr
customer interaction software applications hosted by us. If any of these assumpt.lons is incorrect, our business
will be seriously harmed and our stock price will decline. S
We may not be able to respond to the rapid technological chauge of the customer service and contact
center industry . oo K St

The customer service and contact center mdustry is characterized by rapld technologlcal change changes in
customer requirements and preferences, and the emergence of new mdustry standards and pracnces that could -
render our existing services, proprietary technology and systems obsolete. We must continually develop or -
introduce and improve the performance, features and reliability of our products and services, particularly “in
response to competitive offerings. Our success-depends, in part, on our ability to enhance our existing services
and to develop new. services, functionality and technology that.address the increasingly sophrstlcated and varied ~
needs of prospective customers. If we do not properly identify, the feature preferences of prospective customers,
or if-we fail to deliver product features that meet the standards of these customers, our ability to market our
service and compete successfully and to incréase revenues could be. impaired:. The development of proprietary
technology and necessary ‘'service enhancements entails significant technical.and business risks and requires

substantial expenditures and. lead-time. We may not be able to keep-pace with the latest technological - '

developments. We may also.be unable to use new technologies effectively or adapt .services to customer
_ requirements or emerging industry standards or regulatory or legal requirements. More genera]ly if we cannot ,
adapt or respond in a cost-effective and timely manner to changing industry standards, market conditions or "
customer requirements,-our business and operating results w1ll suffer. . . . . - o
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Our international operations involve various risks -

We derived 51% of our revenues from mternatlonal sales for the ﬁscal year 2006 compared to 49% for lhe
fiscal year 2005. Including those discussed above, our intémational sales operations are subject to a number of
specific risks, such as:

» foreign currency fluctuations and lmposmon of .exchange controls; .

* expenses associated with complymg with differing technology - standards and language translation
issues; :

4 N - [

.o difficulty and costs in staffmg and managing our international operations; - S C
e difﬁculti_es in collecting accounts receivable and longer collection periods;
* various trade restrictions and tax consequences; and . . . -

+ reduced intellectual property protections in some countries.

More than 50% of our workforce is employed through eGain India, and located in India. Of these employces
more than 50% are allocated to research and development. Although the movement of certain operaticns
mtematlonally was principally motivated by cost cutting, the continued management of these remote operaticns
requires significant management attention’and financial resources that could adversely affect our operating
performance. In addition, with the significant increase in the numbers of foreign businesses that have established
operations in Indla., the competition to attract and retain employees there has increased significantly. ‘As a result
of the increased competition for skilled workers, we experienced increased compensation costs and expect these
costs to increase,in the future.’ Our reliance on our workforce in India makes us particularly susceptible to
disruptions in the business environment in that region. In partwular sophlsucated telecommunications links, high
speed data communications with other eGain offices ‘and customers, and overall cons:stency and stablllty of ¢ur
business infrastructure are vital to our day to day operations, and any impairment of such infrastructure will
cause our financial condition and results to suffer, The maintenance of stable political relations between the
United States, European Umon and India are also of great 1mportance to our operauons .

Any of these risks could have a significant impact on our product development, customer suppoit or
professional services. To the extent the benefit' of maintaining these operations abroad does not exceed the
expense of establishing and maintaining such activities, our operating results;‘and financial condition will suffet.

L. 4

Our international revenues and expenses are denominated in local currency. Therefore, a weakening of otlier
currencies compared to the U.S. dollar could make our products less competitive in foreign markets and could
negatively affect our operating results and cash flows. We have not yet.experienced, but may in the future
experience, significant foreign currency transaction losses, especially because we generally do -not engage: in
currency hedging. To the extent the international component of our revenue grows, our results of operatlons W 1ll
become more sensitive to foreign exchange rate ﬂuctuatlons

Difficulties in implementing our products could harm our re\"e_lllies and margins Lo .

. We generally recognize license revenue from a customer sale when persuasive evidence of an arrangement
~ exists, the product has been delivered, the arrangement does not involve significant customization of the
software, the license fee is fixed or determinable and collection of the fee is probable. If an arrangement requires
significant customization or implementation services from us, recognition of the associated license and service
revenue could be delayed. The timing of the commencement and completion of the these services is subject to
factors that may be beyond our control, .as this process requires access to the customer’s facilities and
coordination with the customer’s.personnel after delivery of the software. In addition, customers could delay
product implementations: Implementation typically involves working with sophisticated software, computing and
communications systems. If we experience.difficulties with implementation or do not meet project milestones in
a timely manner, we could be obligated to devote more customer support, engineering and other resources to a
particular project. Some customers may also require us to develop customized features or capabilities, If-new or
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existing customers have difficulty deploying ,our products or require significant amounts of our professional
services, support, or customized features, revenue. recognition could be further delayed or canceled and our costs
could increase, causing increased vanablllty in our operating results.

v - -

Our reserves may be insuﬂicient to cover receivables we are unable to collect’

We assume a certain level of credit risk with our customers in order to do business. Conditions affecting any
of our custorners could cause them to become unable or unwilling to pay us in a timely manner, or.at all, for
products or services we have already provxded them. In the past, we have expenenced collection delays from
certain customers, and we cannot predict whether we will continue to experience similar or more severe delays in
the futire. Although we have established reserves to cover losses due to delays or mab:llty to pay, there can be
no assurance that such reserves will be sufficient to cover our losses. If losses due to delays or inability to pay are
greater than our reserves, it could harm our business, operating results and financial condition.

PR ) ".!.

Litigation and infringement claims could be costly to defend and distract our inanagement. team

We may be involved in legal proceedings and claims from time to tifme in the ordlnary ¢ourse of our
business, including claims of alleged infringement of the intellectual ‘property or proprietafy rights of third
parties, employment claims ‘and other’ commercial contract disputes. Third parties may also infringe or
misappropriate our copyrights, trademarks and other proprietary rights for which we may be required to file suit
to protect or mediate our rights. In the past we have had lawsuits brought or threatened against us in a variety of
contexts including but not limited- to claims related to issues associated with’ our initial pubhc offenng of
common stock, breach of contract and lmgauon assocmted with the termination of employees

From time to time, parties have also asserted or threatened infringement claims, and may continue to do so.
Because the contents of patent applications in the United States are not publicly disclosed antil the patent is
issued, applications may have been filed which relate to our software products. In particular, intellectual property
litigation is expensive and ‘time-consuming and could also require us to develop non-infringing technology or
enter into royalty or license agreements. These royalty or license agreements, if required, may not be available on
acceptable terms, if at all, in the event of a successful claim of infringement. Our failure or inability to develop
non-infringing technology or license the proprietary rights on a timely basis would harm our, busmess

- ‘Where appropriate, we mtend to' vigorously defend all claims. However any actual or threatened claims, even
if not meritorious or material, could result in the expenditure of significant financial and managerial resources. The
continued defense of these claims and-other types of lawsuits could divert management’s attention away from
running our business. Negative developments in lawsuits could' cause our stock price 1o decline as' well. In addition,
required amounts to be paid-in settlement of any claims; and the legal fees and other costs associated with such
settlement cannot be estimated and could, individually or in the aggregate, materially harm our financial condition. -

b

We rely on trademark, copyright, trade secret laws, contractual restrictions and patent nghtsto protect
our intellectual property and proprietary rights and if these righls are lmpaired our ablljty to generate
revenue willbe harmed - .- . . . . ¢

We regard our patents, copyrights, ‘service marks, trademarks, trade seérets and similar intelléctual property
as critical to our success, and rely on trademark.and copyright law, trade secret protection and confidentiality
and/or license agreements with our employees, customers and partners to protect our proprietary rights. We have
numerous registered trademarks as well as common law trademark rights in the United States and internationally.
In addition, we own several patents in the area of case-based reasoning. We will seek additional trademark and
patent protection in the future. We do not know if our trademark and patent applications will be granted, or
whether they will provide the protection we desire, or whether they will subsequently be chatlenged or

. invalidated. It is difficult to monitor unauthorized use of technology, particularly. in foreign countries, where the
laws may not protect our proprietary rights as fully as in the United States: Furthermore our competitors may
independently develop technology similar to our technology. ‘
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Despite our. efforts to protect our proprietary rights through confidentiality and license agreements,
unauthorized parties may attempt to copy or otherwise obtain and use our products or technology. These
precautions may not prevent misappropriation -or infringement of our intellectual property. In addition, 'we
routinely require employees, customers, and potential business partners to enter into confidentiality and
nondisclosure agreements before we.will disclose any sensitive aspects of our products, technology, or business
plans. In addition, we require employees to agrec to surrender any proprietary information, inventions or other
intellectual property they generate or come to possess while employed by us. In addition, some of our licer.se
agreements with certain customers and partners require Us to place the source code for our products into escrow.
These agreements typically provide that some party will have a limited, non-exclusive right to access and use this
code as authorized by the license agreement if there is a bankruptcy proceeding instituted by or agamst us, or 1f
we matenally breach a contractual commitment to provide support and maintenance to the party.

Unknown software defects could disrupt our products and services and problems arising from our
vendors’ products or services could disrupt operations, which could harm our business and reputation

Our product and service offermgs depend on.complex software, both internally developed and licensed from
third parties. Complex software often contains defects or errors in (ranslation or integration, particularly wken
first introduced or when riew versions are released or localized for international markets. We may not discover
software defects that affect our new or current services or enhancements until after they are deployed. It is

possible that, despite testing by us, defecls may occur in the software and we can _give no assurance that our

products and services will not experlence such defects in the future. Furthermore, our customers generally use
our products together with products from other companies. As a result, when problems occur in the integration or
network, it may be difficult to identify the source of ‘the problem. Even when our products do not cause these
problems, these problems may cause us to incur significant warranty and repair costs, divert the attention of our
engineering personnel from product development efforts and cause significant customer relations probleras.
These defects or problcms could result in damage to our reputation, lost sales, product liability claims, delays in
or loss of market acceptance of our products product retumns and unexpected expenses, and diversion’ of
resources to remedy errors. - . . . I

4

We may need to license third-party technologies and may be unable to do so ' ' . ’

To the extent we need to license third-party technologies, we may be unable to do so on commercially
reasonable terms. or at all. In addition, we may fail to successfully integrate any licensed technology into our
products or services. Third-party licenses may expose us to increased risks, including risks associated .with the
integration of .new technology, the diversion of resources from the development .of our own proprietiry
technology, and our inability to generate revenue from new technology sufficient to offset associated acquisit.on
and maintenance costs. Our inability to obtain and successfully integrate any of these licenses could -delay
product and service development until equivalent technology can be identified, licensed and integrated. This in
turn would harm our business and operating results. . . -
Our common stock has been delisted and thus the price and liquidity of our common stock has been' !
affected and our ability to obtain future equity financing may be further impaired :

In February 2004, we were delisted from the Nasdaq SmallCap Market due to noncompliance with
Marketplace Rule 4310(c)(2)(B), which requires companies listed to have a minimum of $2,500,000 in
stockholders’ equity or $35,000,000 market value of listed securities or $500,000 of net income from continuing
operations for the most recently completed fiscal year or two of the three most recently completed fiscal years.

Qur common stock .now trades in the over-the-counter market on the OTC Bulletin Board owned by the
Nasdaq Stock Market, Inc., which was established for securities that do not meet the listing requirements of the
Nasdaq Global Market. The OTC Bulletin Board is generally considered less efficient than the Nasdaq Global
Market. Consequently, selling our common stock is likely more difficult because of diminished liquidity in
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smaller quantities of shares likely being bought and sold, transactions could be delayed, and securities analysts®
and news media coverage of us may be further reduced. These factors could result in lower prices and larger
spreads in the bld and ask pnces for shares of common stock. : . o .

Our listing on the OTC Bulletin Board, or further declines in our stock price, may greatly impair our ability to
raise additional necessary capital through equity or debt financing, and significantly increase the dilution to our
current stockholders -caused by any issuance of equity in financing or other transactions. The price at which we
would issue shares in such transactions is generally based on the market price of our common stock and a decline in
the stock price could result in our need to issue a greater number of shares to raise a given amount of funding.

In addition, as our common stock is not listed on a principal national exchange, we are subject to Rule 15g-9
under the Securities and Exchange Act of 1934, as amended. That rule imposes additional sales practice
requirements on broker-dealers that sell low-priced securities to persons other than established customers and
institutional accredited investors. For transactions covered by this rule, a broker-dealer must make a special
suitability determination for the purchaser and have received the purchaser’s written consent to the transaction
prior.to sale. Consequently, the rule may affect the ability of broker-dealers to sell our common stock and affect
the ability of holders to sell their shares of our common stock in the secondary market. Moreover, investors may
be less interested in purchasing low-priced securities because the brokerage commissions, as a percentage of the
total transaction value, tend to be higher for such securities, and some investment funds will not invest in
low-priced securities (other than those which focus on small-capitalization companies or low-priced securities). .

" Qur stock price has demonstmted volatilnty and overall declmes since bemg llsted on the publlc market

and continued market conditions may cause further declines or fluctuatlons

iThe price at which our common stock-trades has been and will likely continue to be: hlghly volatile and
show wide fluctuations and substantial declines due to factors such as the following:

'+ the thinly traded nature of our stock on the OTC Bulletin Board;

.

*'- concerns related to liquidity of our stock, financial condition or cash balances

. actua] or ant1c1pated fluctuations in our operating results, our abﬂlry to meet announced or anm:lpated
profitability goals and changes in or failure {o meet securities analysts’ expectations; :

" e announcements . of technological mnovauons andlor the mtroductwn of new servnces by us or our
' competitors; '

* developments w1th respect to mtellectual property rights and lltlgatmn regulatory scrutiny and new
legislation; - ‘ -

.»  conditions and trends in the Internet and other technology industries; 'alnd‘ i T '

+ . general market and economic conditions. "

Furthermore, the stock market has in the past experienced significant price and volume fluctuations that
have affected the market prices for the common stock of technology companies, particularly Internet companies,
regardless of the specific operating performance of the affected company. These broad market fluctuations may
cause the market pnce of our common stock to increase and declme

In addltlon ‘in past periods of volatlllty in the market price of a pax'ucular company s securmes securities
class action litigation has been brought agamst that company following such declines. To the extent our’ stock
price precipitousty drops in the future, we may become involved in this type of lmgatlon Litigation of this kind,
or involving intellectual property rights, is often expensive and diverts management 5 attentlon and resources,
Wthh could contmue to harm our busmess and operaung results

+ a
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Ability to hire and retain key personnel - - ' .

Our success will also depend in large part on the skills, expenenee and performance of our senior management,
engineering, sales, marketing and other key personnel. The loss of the services of any of our senior management or
other key personnel, including our Chief Executive Officer and co-founder, Ashutosh Roy, could harm our business.

. Increased levels of attrition in the Indian workforce on which we deeply rely for research and developmi-nt
and where we have moved s:gmﬁcant resources in recent years would have s1gmﬁcant effects on the company
and its results of operatmns '

SO

Unplanned system interruptions and capacity constraints and failure to effect efficient transmission of
data of customer communications and data over the Internet could harm our business and reputatmn .

QOur customers have in the past experienced some interruptions with the eGain-hosted operations. We
believe that these interruptions will continue to occur from timé to time, These interruptions could be due to
hardware and operating system failures. As a result; our business will suffer if we experience frequent or long
system interruptions that result in the unavailability or reduced performance of our hosted operations or reduice
‘our ability to provide remote management services. We expect to experience occasional temporary capacity
constraints due to sharply increased traffic or other Internet wide disruptions, which may cause unanticipated
system disruptions, slower response times, impaired quality, and degradation in levels of customer service. If t"us
were to continue to happen, our business and reputation could be seriously harmed. ' ' ‘

The growth in the use of the Internet has caused interruptions and delays in accessing the Internet and .
transmitting data over the Internet. Interruptjons also occur due 1o systems l_)urdens brought on by unsoliciied
bulk email or “Spam,” malicious service attacks and hacking into operating systems, viruses, worms and
“Trojan” horses, the proliferation of which is beyond our control and may seriously impact our and our
customers’ businesses. . ' - \ N

Because we provide Internet-based eService software, interruptions or delays in Internet transmissions will
harm our customers’ ability to receive and respond to online interactions. Therefore, our market depends on
ongoing improvements being made to the entire Internet infrastructure to alleviate overloading and congestion.

Our success largely depends on the efficient and uninterrupted operation of our computer &nd
communications hardware and network systems. Most of our computer and communications systems are locaed
in Mountain View, California. Due to our locations, our systems and operations are vulnerable to damage or
1nterruptlon from flre earthquake power loss, telecommunications failure and similar events.

We have entered into service agreements with some of our customers that requ1re minimum performance
standards, including standards regarding the avaxlablllty and response time of our remote management services.
If we fail to meet these standards, our customers could terminate their relationships w1th us, and we could be
subject to contractual refunds and service credits to customers. Any unplanned mterrupuon of services may harm
our ability to attract and retain customers.

We may be liable for activities of customers or others using our hosted operations

As a provider of customer service and contact center software for the Internet, we face potential lability for
defamation, negligence, copyright, patent or trademark infringement and other claims based on the actions of our
customers, and their customers, or others using our solutions or communicating through our networks. This
liability could result from ‘the nature ‘and content of the communications transmitted by customers through ihe
hosted operations. We do not and cannot screen all of the communications generated by our customers, and we
could be exposed to habxllty with respect to this content. Furthermore, some foreign governments, including
Germany and China, have enforced laws and regulations related to content distributed over the Intenet that .ire
more strict than those currently in place in the United States. In some instances criminal liability may arise in
connection with the content of Internet transmissions.
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Although we carry general liability end umbrella liability insurance, our insurance may net cover claims of, :

these types or may not be adequate to indemnify, us for all liability .that may,be imposed. There is a risk that-a
single claim or multiple claims, if successfully asserted against us; could exceed the total of our coverage limits.
There also is a risk that a single claim or multiple claims asserted against us may not qualify for coverage under
our, insurance, policies as a result of coverage.exclusions that are contained within these policies. Should either of
these risks occur, capital contributed by our stockholders might need to be used to settle claims. Any imposition
of liability, particularly liability that is not covered by insurance or is in excess of our insurance coverage could
harm our reputation and business and operating results, or could result in the imposition of criminal penalties.

. .,-»-_,, . - N R ) . . TR . ' '_‘ r

If our system security is breached, our business and reputation could suffer and we may face llablllty
associated with disclosure of sensitive customer lnformatlon . ‘

1" . L

A.fundamental. requirement for online commumcatlons and transactions is the secure. transrmssnon of

confidential information over.public networks. Third parties may attempt to breach our security or that of our

customers. We may be liable to our customers for any breach- in.our security.and any breach could harm our

business and reputation. Although we have implemented network security measures, our servers are vulnerabie to

computer viruses, physical or electronic break-ins and similar disruptions, which could lead to interruptions,.

delays, or loss of data. We may be required to expend significant capital and other resources to license encryption

technology and additional technologies to protect against security breaches or to a]lev:ate problems caused by

any breach since our applications frequently manage sensitive and personally identifiable customer information. .
We may also be subject to claims associated- with invasion of privacy or. inappropriate disclosure, use or loss of - -

this information and fraud and identity theft crimes associated with such use or loss. Any imposition of liability, '
particularly liability that is not covered by insurance or. is in excess of insurance coverage, could harm our -

reputation and our.bl_xsiness and operating results.. L c 1., e .

' . i oL L u ! !

The regulatory environment for and certain Iegal uncertainties i in the operatlon of our busmess and our
customer’s business could 1mpair our growtll or decrease demand for our services or mcrease our cost of

[ER

doing business B . T )

Few laws currently apply directly to actwlty on the Internet and rclated services for busmesses operatmg
commercial online service. However, new laws are frequently proposed and other laws made. appllcable 1o
Internet communications every year both in the U.S. and internationally. In particular, in the operation of our
business we face risks associated with privacy, confidentiality of user data and communications, consumer
protection and pricing, taxation, content, copyright, trade secrets, trademarks, antitrust, defamation and other
legal issues, In particular, legal concerns with respect to communication of confidential data have affected our

financial services and health care customers due to newly enacted federal legislation. The growth of the industry -
and the proliferation of ecommerce services may prompt’further legislative attention to our 1_ndustry and thus
invite more regulatory control of our business. Further, the growth and development of the market for

commercial online transactions may prompt calls for more stringent consumer protection laws that thay impose

additional burdens on those companies engaged in ecommerce. Moreover, the. applicability to the Internet of .

exnsung laws in various jurisdictions governing issues such as property ownerslnp, sales and othcr taxes hbel
and ‘personal privacy is uncertain and may take years to resolve. :

In addition, the applicability of laws and regulations directly applicable to the businesses-of our customers,

particularly customers in the fields of financial services, will continue to affect us. The security of information . -

about our customers’ end-users continues to be an area where a variety of laws and regulations with respect to'
privacy and confidéntiality are enacted. As our customers implement the protections and .prohibitions with.-
respect to the transmission of end-user data, our customers will look to us to assist them in remaining in

compliance with this evolving area of regulation. In particular the Gramm-Leach-Bliley Act contains restrictions
with respect to the use and protection of financial services records for end-users whose information may pass
through our system.
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The imposition of more stringent protections and/or néw regulations and the application of existing laws to
our business could burden-our company and those with which we do business. Further, the adoption of additioral
laws and regulations could limit the growth of our business and that of our business partners and customers. Any
decreased generalized demand for our services, or the loss/decrease in business by a key partner or customer due
to regulation or the expense of compliance with any regulation, could either increase the costs associated with
our business or affect revenue, either of which could harm our financial condition or operating results.- ' ° 1;

Finally, we face increased regulatory scrutiny and potential criminal liability for our executives associatzd
with various accounting and corporate governance rules promulgated under the Sarbanes-Oxley Act of 2002. V/e
have reviewed and will continue to monitor all of our accounting policies and practices, legal disclosure and
corporate governance pohcles under the new legislation, mcludmg those related to relationships with our
independent accountants, enhanced financial disclosures, internal controls, board and board committee practxcc 'S,
corporate responsibility and loan practices, and intend to fully comply with such’laws. Nevertheless, such
increased scrutiny and penalties -involve risks ‘to both ‘eGain and our executive-officers and directors in
monitoring and insuring compliance. A failure to properly navigate the legal disclosure ‘environment and
imp]ement and enforce'appropriate,policies and procedurcs, if needed, could harm our business ‘and prospects. ‘

‘We may engage in future acquisitlons or mvestments that could dilute our exnstmg stockholders, cause us
to incur s:gmﬁcant expenses or harm our busmess . o _ . .

We may review acquisition or investment prospects that might complement our current business or enhanze
our technological capab:lmes. Integrating any newly acquired businesses or their technologies or products may
be expensive and time-consuming: To finance any acquisitions, it may ‘be necessary for us to raise additional
funds through public or private financings, Additional funds may not be available on terms that are favorable to
us, if at all, and, in the case of equity financings, may result in dilution to our existing stockholders. We may not
be able to operate acqu:rcd businesses .profitably. If we are unable to integrate newly acquired entities or
technologlcs cffecﬂvely, our operatmg results could suffer. Future acquisitions by us could also result in lar i€
and immediate write-offs, incurrence of debt and contingent liabilities, or amortization of expenses related to
goodwill and other intangibles, any of which could harm our operating results. ‘

P . . . ' . ' . : ' !

TTEMZ PROPERTIES =~ '~ =~ - . .

. . : ' .
. . ’ : . '

We lease all facﬂmes used in our busmess The followmg table summarizes our prmc;lpal properties. o

L .o . . Approyumate Lease
' Locatlon . . Principal Use ) Square Footage Expiralion Date Y
'Mountam View, Callfomla i .. .. Corporate Headquarters 16,000 - 20]1 .o
LPune,India ................... Corporate Offices 21,000 2009
Slough England ........ e . European Hcadquarters . 1,000 2098

e 1

. Inclucllng anew ofﬁce in Gurgaon India scheduled to open in Septcmber 2006 we bellcve our facdmes are
suitable for our uses and are generally adequate to support the current level of operations for the next 12 month‘
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ITEM 3. LEGAL PROCEEDINGS

Beginning on October 25, 2001, a number of securities class action comptlaints were filed against us, and
certain of our then officers and directors and underwriters connected with our initial public offering of common
stock in the U.S. District Court for the Southerr District of New York (consolidated into In re Initial Public .
Offering Sec. Litig.). The complaints alleged generally that the prospectus under which such securities were sold
contained false and misleading statements with respect to discounts and excess commissions received by the
underwriters as well as allegations of “laddering” whereby underwriters required their customers to purchase
additional shares in the aftermarket in exchange for an allocation of IPO shares. The complamts sought an
unspecified amount in damages on behalf of persons who purchased the common stock between September 23,
1999 and December 6, 2000. Similar complaints were filed against 55 underwriters and more than 300 other
companies and other individuals. The over 1,000 complaints were consolidated into a single action. We reached
an agreement with the plaintiffs to resolve the cases as to our liability and that of our officers and directors. The
settlement involved no monetary payment or other consideration by us or our ofﬁcers and directors and no
admission of liability. On August 31, 2005, the court issued an order preliminarily approving ‘the settlement and
setting a public hearing on its faimess for'April 24, 2006 (the postponement from January 2006 to April 2006
was because of difficulties in mailing the required notice to class members). On October 27, 2005, the court
issued an order making some minor changes to the form of notice to be sent to class members. On January 17,
2006, the court issued an order modifying the preliminary settlement approval order to extend the time within
which notice must be given to the class, which time had expired on January 15, 2006. The underwriter defendants
filed further objections to the settlement on March 20, 2006 and asked that the April 24, 2006 final setlement
approval hearing be postponed until after the Second Circuit rules on the underwriters’ appeal from the Court’s
class certification order (which appeal is briefed and awaiting oral argument). On March 29, 2006, the Court
denied the request, stating that it would address the underwriters’ points at the April 24, 2006 hearmg On
April 24, 2006, the Court held a public hearing on the fairness of the proposed settlement. The Court took the
matter under submission and has not yet ruled. We have not accrued any liability or expect the outcome of this
litigation to have a material impact on our financial condition, '

On February 12, 2004, we filed suit in the Superior Court of the State of California, Santa Clara County
against Insight Enterprises, Inc., the acquirer of Comark, Inc., a value-added reseller of our software, claiming
inter alia breach of contract and failure to pay in connection with a sale of our software to one customer. The
lawsuit seeks in excess of $600,000 in damages. ‘ :

With the exception of these matters, we are not a party to any other material pending legal proceedings, nor
is our property the subject of any material pending legal proceeding, except routine legal proceedings arising in
the ordinary course of our business and incidental to our business, none of which are expected to have a material
adverse impact, as taken individually or in the aggregate, upon our business, financial position or results of
operations. However, even if these claims are not meritorious, the ultimate outcome of any litigation is uncertain,
and it could divert management’s attention and impact other resources.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

None.
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PART I

ITEM 5. MARKET FOR REGISTRANT’S COMMON EQUITY RELATED ST_OCKHOLDER.S

MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES

{a) Market Information

eGain’s Common Stock trades on the OTC Bulletin Board under the symbol “EGAN.OB". The follownrg
table sets forth, for the periods indicated, hlgh and low bid prices for €Gain’s Common Stock as reported by the

OTC Bulletin Board. The figures below are on a post-reverse stock split basis.

Year Ended June 30, 2006 }
First Quarter ....... f e e e, $1.00
Second Quarter ............... e e 0.90
Third Quarter . ................... e ... 195
Fourth Quarter ........... S F e el 175

- Year Ended June 30, 2005 :
- First Quarter ................. T e e $1.09
Second Quarter ............. e e e e 1.62
ThirdQuarter .. .. ... ... ... ... e S e “.... 120
FourthQuarter ... ......... ... . it e " 085

{b) Holders

As of September 22, 20006, there were approximately 472 stockholders of record. This number does ncit

Low

$0.60
0.60
0.72

1.21,

$0.60
0.61
0.82
0.62

include stockholders whose shares are held in trust by other entitics. We estimate that there were approximately

6,670 beneficial stockholders of our common stock as of September 22, 2006,

+

(c) Dividends

]
+

We have never declared or paid any cash dividends on our common stock. We currently anticipate that ws
will retain all available funds for use in the operauon of our business and do not intend to pay any cash dmdenda

in the foreseeable future.

20




ITEM 6. SELECTEDFINANCIALDATA IR e

The selected consolidated financial data set forth on the followmg page should be read i in conjunction with
“Management’s Discussion and Analysis of Financial Condition and Results.of Operations,” our Consolidated:
Financial Statements and Notes thereto, and other financial information included elsewhere in this Form 10-K.’
Historical results are not necessarily indicative of results that may be expected for future periods.

e o " Fiscal Years Ended June 30, :
" © 2006 2005 2004 2003 2002
- s e o (ln thousands, exoept per share infonnation) ‘
Revenue: .o AT v N | :
License ......coovvvnnnnns S U $ 597 $5960 $ 4058 § 6,095. %, 10,015
Support and St_:rvnces e e e iaeereen . 16,597 14,468 15,545 ' 15,989 20,414
Total revenue .. .......... e | 22564 20428° 19603 22,084 30,429,
Costoflicense .. *, .. .. .oouu.. ! et L : 231 ¢ 406 1,646 1,772 858
Cost of support and services ...".... .. U PO e " 6985 6215 6462 < 8,738 16,003
Cost of revenue—acquisition related . ... ... e e, —_ .- — .. 87 1,448
Gross profit .......... [ Mieee.. . 15348 (13,807 11495 ,%. 10747 - 12,120
Operating costs and expenses: . . R . )
Research and development ., ....... ... U PPN PRI 3,046 7 2,367 2942 ' 53869 11,395
Sales and marketing ... .... et e 9570 - B85S 8284 w 9598 . 25147
General and administrative.. . .. .. e e R, : 2,637 , 3295 3,447 4,816 8,940
Impairment of long-lived assets .............. T P — — —_ . — 36,779
Amortization of goodwill ................ e — — -, = 33,212
Amortization of intangible assets .., .. ...:. 500 R I —_— — - L,203- - 1307 1,852
Amortization of deferred compensauon ......... e - — — 157, . 961 -
Restructuring and other . .. .........1..... e SERERRTRPRRT — (922) 23 ., 620 8,964
Total operﬂlmg costs and expenseq ..... e 15,253 13,595 15,899 -~ 22,367 127,250
Income / {Loss) from operanons...................‘......: ....... 95 212 (4,404) . (11,6200 (115,130
Interest income (EXpense), Nt .. .. ... . i s (LO4D) - (954) (596) (283) 150
Other income (expense) ...... e PR e e B2 100 106 . ' 427 (840)
Loss before income WX JOTTUR e (913)  (842)  (4,894) (11476) (115,820)
Incometax ........................ e R (146) - — — = —
Net 1085 - .o vnnurrn. T PO (1,059)  (842) (4,894 "(11.476). .(115,820)
Dividends on convertible preferred stock .. ..., ..ot —_ (3,732) (7,384) (6,890) (6,447)
Beneficial conversion feature on convertible preferred stock ........... — _— — —_ (43, 834)
Net loss applicable to common stockholders @ ............ S U, $(1 059) $(4 574) $(12278) $(lS 366) $(166 101}
Per share information: ' B IR - C V
Basic net income / (loss) per common share ... .... e oo S 00N°% (047 8 (333) 8 (5.01) §- (45.85)
Diluted net income / {loss) per common share . ..«............... $ (0.07)v_,$ 047y $ (333) § (5.01) § (45.85)
" Weighted average shares used in computmg basic net income / (loss) ’ S . . ' k
“percommonshare ... ... ...t N 15308 . 9,731 + 3,688 "~ 3664 3,623
Weighted average shares used in compulmg dllutcd net income / - N ! Sy : !
(loss) per common share <. ... ..., R 15308 . 9731., 3,688 3664 . 3623
Belowis a summary of stock based compensation iné]uded in the costs and expenses gaboy‘ef -
Cost of support and Services . ..............vunn. ST S :$ 4 8% — § — 3., "% . —
Research and development ... ..... e P 33 = —_— — —
Sales and marketing . ........... e i 80 T — —_ = —
General and administrative .. .. ... .. DU S, A S <95 . = ao— R —
“Total stock-based compensation expense . . ... G .. $262 8 — % — 8§ — % — !
o C 2006 2005 2004 . 2003 2002
. s+« (inthousands)
Consolidated Balance Sheet Data: - .
Cash, cash equivalents and short- term mvestmems ............... ... $6916 54498 § 5,181 § 4407 $ 95892
+ Working capital ..., . ... 0L S e T 347 7 794 2000 . (172) 2,281
Total assets _."...... e N S Y SR © 16,105 + 15,904 ‘15,161 . '19,038° - 35544 -
Long-termdebt ~.......... e I R .- 8729 - 7648 - 6607 ! 1,974 831
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND -
RESULTS OF OPERATIONS -

This report on Form 10-K and the documemv incorporated herein by reference contain forward- looking
statements that involve risks and uncertamnes These statements may be identified by the use of the words such ¢
“anticipates,” “believes,” “continue,” “could” ‘*‘would,” “estimates,”. “forecasts,” “expects,” “intends,”
“may,” “might,” “plans,” “potential,” “predicts,” "should,” or “will” and similar expressions or the negative of
those terms. The forward-looking statements include, but are not limited to, risks stemming from the failure io
improve our sales. resilts and grow revenue, failure to compete successfully in the markets in which we do
business, our history of net losses and our ability to sustain profitability, our -limited operating history, the
adequacy of our capital resources and need for additional financing, continued lengthy and delayed sales cycles,
the development of our strategic relationships and third party distribution channels, broad economic and political
instability around the world affecting the market for our goods and services, the contined need for customer
service and contact center software solutions, our ability to respond ‘to rapid technological change- and
competitive challengec risks from our substantial international operations, legal and reguiatory uncertainties and
other risks rélated 1o protection of our intellectual property assets and the operational integrity and maintenance
of our systems. Qur actual results could differ materially from those discussed in statements relating to our future
plans, product releases, objectives, expectations and intentions, and other assumptions underlying or relating 10 .
any of these statements. Factors that could contribute to such differences include those discussed in “Factors Thuat
May Affect Future Results” and elsewhere in this document. These forward-looking statemenis speak only as of
the date hereof. We expressly disclaim any obligation or understanding to release publicly any updates or
revisions (0" any forward looking statements contained herein to reflect any change in our expectations with
regard thereto or any change in events, conditions or circumstances on which any such statement is based.

[T » LI T LI

T

1 . : . : .
Overview ' .. . '

.

We are a leading provider of customer service and contact center software, used by global enterprises and
fast-growing businesses. Trusted by prominent enterprises and growing mid-sized companies worldwide, eGain's
award winning software has been hclpmg orgamzatlons achieve and sustain customer service excellence for more
than a decade. o

. We were founded in September 1997. Since inception, we have incurred substantial costs developing our
proprietary technological solutions, recruiting and compensating personnel, and purchasing operating assets. In
response to our revenues declining during fiscal years 2001 through 2004 we have repeatedly taken actions lo
reduce overall expense rates while béginning to make modest increases in sales and marketing investments in the
last two fiscal years. As a result of these actions, net revenues increased to $22.6 million in fiscal year 2006 from
$20.4 million in fiscal year 2005. In addition, we earned an income from operations of $95,000 in fiscal yeur

2006, comparcd to an income from operations of $212,000 in fiscal year 2005 and losses from operations of $4.4

million in fiscal year 2004, In addition, net cash provided by operating activities was $3.0 million in fiscal year
2006 compared to the net cash used in operating activities of $1.1 million in fiscal year 2005 and $2.3 million in
fiscal year 2004, As of June 30, 2006 our cash and cash equivalents were $6.9 million compared to $4.5 millicn
on June 30, 2005 and $5.2 million on June 30, 2004, We believe that existing capital resources will enable vs 10
maintain current and planned operations for the next 12 months. We intend to continue to make investments in
product development and technology to enhance our current products and services, develop new products ard
services and further advance our solution offerings. We also intend to continue to make investments in sales ard
marketing efforts based upon anticipated demand for our products and services. We have only recently achieved
profitability on an operating basis and in view of the rapidly evolving nature of our business and limited
operating history, we believe that period-to-period comparisons of our revenue and operating results may not be
meaningful and should not be relied upeon as indications of future performance. ‘

Holders of a majority of the outstanding common stock of eGain Communications Corporation approved a .
proposal to amend our certificate of incorporation resulting in the conversion of all of the outstandmg shares of
6.75% Series A Cumulative Convertible Preferred Stock and accreted dividends into approximately 11.6 millicn
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shares of common stock at the company’s annual meeting held on December 15, 2004. The conversion of all
outstanding Series A Preferred-Stock and accreted dividends into common stock was effective on December-23,
2004. :

I . tes ¢

Crltlcai Accountmg Policnes andEstlmates Y :. e b

o . .
- Management s Dlscussmn and Analysis of Financial Condltlon and Results of Operatlons discusses our
consolidated financial statements, which have been prepared in-accordance with accounting principles generally
accepted in the United States of America. The preparation of these financial statements requires management to
make estimates and, assumptions that affect the reported amounts of assets and liabilities and the disclosure of
contingent assets and liabilities at the date of the financial statements and the reported amounts of revenues and
expenses during the reporting period. On an on-going basis, management evaluates its estimates and judgments, .
including those related to revenue recognition, valuation allowance and accrued liabilities, long-lived assets and
stock-based compensation. Management bases its estimates and judgments on historical experience and on
various other factors that are believed to be reasonable under the circumstances, the results of which form the
basis for making judgments about the carrying values of assets and liabilities that are not readily apparent from
other sources. Actual results may differ from these estimates under different assumptions or conditions.

Stock Based Compensanon - ' e

Copt

We adopted Statement of Fmancnal Accounting Standards (“SFAS”) No 123 (reVISed 2004), Share- Based
Payment, (“SFAS 123R”) effective July 1, 2005. SFAS 123R is a new and very-complex accounting standard, the
application of which requires significant judgment and the use of estimates, particularly surrounding Black-
Scholes assumptions such as stock price volatility and expected option lives, as well as expected option forfeiture

rates-to value equity-based compensation. We -determine the appropriate measure of expected -volatility by’

reviewing historic volatility in the share price of our common stock. We base our assumptions-for forfeiture rates
on our historic activity. We used a temporary “shortcut approach” to developing the estimate of the expected life”
of a “plain.vanilla” employee stock option. Under this approach, the expected life would be-presumed to be the
mid-point between the vesting date and the end of the contractual term. SFAS 123R also requires that the benefit
of tax deductions in excess of recognized compensation cost be reported as a financing cash flow, rather than as
an operating cash flow._as required under current literature. This requirement reduces, net operatmg cash flows
and increases-net financing cash flows in periods after the. effective date. This tax difference for unexercised
options must also be recorded as a deferred tax item and recorded in additional. pald in-capital. Based on
preliminary reviews we do not believe that this will have a material impact. - . A . -

Revenue Recogmnon .
A . F} - .
We derive revenues from two sources: license fees -and suppon and services. Support and services includes
hosting, software maintenance and support and professional services. Maintenance and stipport consists pf

technical support and software upgrades and enhancements.. Professional services primarily consist of consulting

and implementation services ‘and training. Significant management judgments and estimates are made and used
to determine the revenue recogmzed in any accounting period. Material differences may result in the amount and
timing of our revenue for any period if different conditions were to prevail.

We apply the provisions of Statement of Position (“SOP”) No. 97-2, Software Revenue Recogmtmn,
(“SOP 97-2") as amended by SOP No. 98-9, Modification of SOP 97-2, Software Revenue Recognition, With
Respect to Certain Transactions, (“SOP 98-9”) to all transactions involving the licensing of software products. In
the event of a multiple element arrangément we evaluate the transaction as if each element represents a separate
unit of accounting taking into account all factors_following the guidelines set forth in SOP 97-2 and Emerging
Issues Task Force Issue (“EITF”) No. 00-21, Accounting for Revenue Arrangements with Multiple Deliverables,
(“EITF 00-217). For fixed fee arrangements the services revenues are recognized in -accordance with the
provisions of SOP No. 81-1, Accounting for Performance. of Construction Type and Certam Production if'ypel
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Contracts, (“SOP 81-17) when reliable estimates are available for the costs and efforts necessary to complete the
implementation services. When such estimates are not available, the completed contract method is utilized, - »

When licenses are sold together with system implementation and consulting services, license fees ave
recognized upon shipment, provided that (i) payment of the license fees.is not dependent.upon the performance
-of the consulting and implementation services, (ii) the services are available from other vendors, (iii) the services
qualify for separate accounting as we have sufficient experience in providing such services, have the ability o
estimate cost of providing such services, and we have vendor specific objective evidence of pricing, and (iv) the
services are not essential to the functionality of the software. For arrangements that do not meet the above
criteria, both the preduct license revenues and the service revenues are recogmzed under the percentage of
completmn method This has not been necessary in the last three ycars .

We use signed software license and services agreements and order forms as evidence of an arrangement for
sales of software, hosting, maintenance and support. We use sngned engagement letters to evndence an
arrangement for professmnal services, : - : . ‘

L]

wt

License Revenue

We recognize license revenue when persuasive evidence of an arrangement exists, the product has be¢n
delivered, no significant obligations rémain, the fee is fixed or determinable, and collection of the resulting
receivable is probable. In software arrangements that include rights to multiple software products and/or services,
we use the residual method under which revenue is allocated' to the undelivered elements based on vendor
specific objective evidence of the fair value of such undelivered elements. The residual amount of revenue s
allocated to the delivered elements and recognized as revenue assuming all other criteria for revenue recogniticn
have been met.. Such undelivered elements in theseé arrangements typically- consist of software mamtenance ard
support, implementation and consultmg services and in some cases hostmg services. R

Software is delivered to customers electronically or on a CD-ROM, and license files "are delivered
electronically. We assess whether the fee is fixed or determinable based on the piyment terms associated with the
transaction. We have standard payment terms included in our contracts. We assess collectibility based on”a
number of factors, including the customer’s -past’ payment history and its currént creditworthiness. If we
determine that collection of a fee is not reasonably assured, we defer the revenue and recognize it at the time
collection becomes reasonably assured, which is generally upon receipt of cash payment. If an acceptance period
is required, revenue is recognized upon the earlier of customer acceptance or the ‘expiration of the acceptance
period.

We periodically sell to resellers. License sales to resellers as a percentage of total revenue wes
approximately 10% in fiscal 2006 and 5% in fiscal 2005, Revenue from sales to resellers is recognized either
upon delivery to the reseller or on a sell-through basis depending on the facts and circumstances of the
transaction, such as our.understanding of the reseller’s plans to sell the software, if there are any return
provisions, price protection or other allowances, the reseller’s financial status and our past experience with the
particular reselter. Historically sales to resellers have not included any return provisions, price protecuons or
other allowances. : o . : y

Professional Services Reveniie . , "
Included ‘in support services revenues are revenues derived from system.implementation, consulting dnd
training. The majority of our consulting and impleméntation services and accompanying agreements qualify for
separate accounting. For hosting implementation services that do not qualify for separate accounting,” we
recognize the services-revenue ratably over the estimated life of the customer hosting relationship. We use
vendor specific objective evidence of fair value for the services and maintenance to account for the arrangement

* using the residual method, regardless of any separate prices stated within the contract for each element. Our
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consulting and implementation service contracts are bid either on a fixed-fee basis or on a time-and-materials
basis. Substantlally all of Our contracts are on .a time-and-materials basis. For time- and materials contracts, we
recognize revenue as services are performed, For a fixed- fée contract, we recognize revenue based upon the costs
and’efforts to complete the services in accordance w1th the percentage ‘of complenon method prov1ded we are’
able to estJmate such cost and efforts

.

Training revenue is recognized when training is provided.

Hosting Services Revenue

Included in support services revenues are rcvenues denved from our hosted servnce offenngs We recognize
hosting services revenue ratably over the perlod of the applicable agreement as services are provided. Hosting
agreements are typically for a period of one or two years and automatically renew unless either party cancels the
agreement. The majority of the hosting services customers purchase a combination of our hosting service and
professional services. In some cases the customer may also acquire a license for the software.

We evaluate whether each of the elements in these arrangements represents a separate unit of accounung,
defined by EITF (0-21, using all apphcable facts and circumstances, including whether (i) we sell or could
readily sell the element unaccompanied by the other elements, (ii) the element has stand-alone value to the
customer, (m) there is objective reliable evidence of the fair value of the undelivered 1tern and (iv) there is a
general right of return. : K ce e : '

H
e

We allocate the arrangement consideration to the separate units of accountmg based on thexr relanve fatr
values, as determined by the price of the undelivered items when sold separately. Assuming all other criteria are |,
met (i.e., evidence of an arrangement exists, collectibility is probable and fees arc fixed or deterrmnable)
revenue is recognized as-follows: |, - L . . v, . '

«  Hosting services are recognized ratably over the term of the initial hosting contract,;

* Professional services are recognized as described above under “Professional Services Revenue™; and

» License revenue is recognized as described above under “License Revenue.”

We consider the applicability of EITF No. 00-03, Application of SOP 97-2 to Arrangements That Include
the Right to Use Software Stored on Another Entity's Hardware, (“EITF 00-03”) on a contract-by-contract basis.
In hosted term-based agreements, where the customer does not have the contractual right to take possession of
the software, the revenue is recognized on a monthly basis over the term of the contract. Amounts that have been
invoiced are recorded in accounts receivable and in deferred revenue or revenue, depenclmg on whether the
_ revenue recognition criteria have been met. If we determine that the customer has the contractual right to take
possession of ‘our software at any time during the hosting period without significant penalty, and can feasibly run
the software on its own hardware or enter into another arrangement with a third party to host the software, a
software element covered by SOP 97-2 exists. When a software element exists in a hosting services arrangement,
we recognize the license, professional services and hosting services revenues pursuant to SOP 97-2, whereby the
fair value of the hosting service is recognized as revenue ratably over the term of the hosting contract. We have
established vendor specific objective evidence for the hosting and support elements of perpetual license sales,
based on the prices charged when sold separately and substantive rénewal terms. Accordlngly, revenue for the
perpetual software license element is determined using the residual’ method and is recognized upon delivery.:
Revenue for the hosting and support elements is recognized ratably over the contractual time period.

]

If evidence of fair value cannot be established for the undelivered elements of an agreement, the entire’
amount of revenue from the arrangement is recognized ratably over the period that these elements are, delivered.

" For implementation services that we determine do not have stand-alone value to the customer, we recogmze the
services revenue ratably over the estimated life of the customer hosting relationship. - .
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_administrative expenses for any period presented.

Maintenance and Supporr Revenue - ' S T

Included in support serwces revenues are revenues derived from maintenance and support Mamtenance ald
support revenue is recognized ratably over the’ term ‘of the mamtcnance contract, which is, typically one ye1r
Maintenance and support is renewable by the customer on an annual basis. Rates for maintenance and support,
including subsequent renewal rates, are typically established based upon a specified percentage of net llcense
fees as set forth in the arrangement.

Valuation of Goodwill ; ‘ o o
. . ;

We review goodwill annually for impairment (or more frequently if impairment indicators arise). We
perform an annual goodwﬂl 1mpa1rment revnew Aprll 1 every year and we found no impairment in the last three

years. '

Allowance for Doubtful Accounts ' . : “ . . y
We maintain an allowance for doubtful accounts to reserve for potential uncollectible trade receivables. We
review our trade receivables by aging category to identify ‘specific customers with known “disputes or

collectability issues. We exercise judgment when determining the adequacy of these reserves as we evalu:te
historical bad debt trends, general econromic conditions in the U.S. and internationally, and changes in customer

financial conditions. If we make different judgments or utilized different estimates, material differences may

result in additional reserves for trade receivables, which would be reflected by charges in general axd

Results of Operations i
The following table sets forth certain items reflected in our consolldated statements of operations express: ad
as a percent of total revenues for the periods indicated. .. E

, Fiscal Year
Woe 2005 A0
Revenue: ' ' ]
License ......... feea e EETEERTITI e e 26% 29% 2%
Support and Services ... .. e - e e 1A% % 19%
' Totalrevenue-.....'.' ........ T 100% 100% 100%
Costoflicense ..................... ER PP e PO 1% 2% 8%
Costofsupport ........................ e e [ 31% 30% 33%
Gross profit (loss) . . . . . T S 68% 68% 9%
Research and development . . ................ FETUN e e 13% 12% 15%
Sales and marketing .......... [P e S s 42% 43% 2%
General and administrative .-..... A P ©12%  16% - -18%
Amortization of goodwill and other mtanglble assets ..... e e — — 6%
Restructuring and other .......... ....... e e e — ®% - %
~ Total operatmg costs and expenses e [ e 67% 67% 31%
Income / (Loss) from operations ....,........ PP e 1% 1% (12)%

" Revenue

Total revenue, which consists of license revenue and support and services revenue, was $22.6 million, $20.4
million, and $19.6 million in fiscal years 2006, 2005, and 2004, respectively. In fiscal year 2006, total revenue
increased 10%, or $2.1 million compared to fiscal year 2005. In fiscal year 2005, 'total revenue increased 4% or
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$825,000, compared to fiscal year 2004. The increase in total revenue in fiscal year 2006 was primarily due to.
the increase in support and services revenue. The increase in total revenue in fiscal year 2005 was prlrnanly due
to the increase in license revenue both to new and existing customers.

‘We are continuing to seeing increased interest from medium to large-sized companies in our customer

t

*

interaction solutions. Based upon this interest and our projected increase in sales and marketing activities we
anticipate total revenue to increase over the next fiscal year. There is however general unpredictability of the
length of our current sales cycles and seasonal buying pattemns. For example, our revenue in fiscal year 2006 was
impacted by an anticipated seven figures transaction that moved into fiscal year 2007, In addition, sales to these
larger companies are generally more complex and time consuming, with new customers often choosing to make
smaller initial purchases to be followed up with additional purchases if the product meets with their business
Tequirements. Also, because we offer a hybrid delivery model, the mix of new hosting and license business'in a
quarter could also have an impact on our revenue in a particular quarter. For license transactions the license
revenue amount is generally recognized in the quartér delivery and acceptance of our software takes place
whereas, for hosting transactions, hosting revenue is recognized ratably over the term of the hosting contract, -
which is typically one to two years. As a result, our total revenue may increase or decrease in future quarters as a

result of the timing and mix of license transactions.

47%

License ¢
Fiscal Year Ended June 30 Year-Over-Year Change
2006 2005 2004 2005102006 = 2004 to 2005 °
. ) (in thousands)
Revenue: | . ‘ oo .
License ............ccoiiiiiiiiinnn, . $5967 $5960 $4,058 §7 . 0% $1,902
Percentage of total revenue . ............ 26% 29% . 2% : -

License revenue was $6.0 million, $6.0 million, and $4.1 million in fiscal years 2006, 2005, and 2004,
respectively. This represents no change in fiscal year 2006 from fiscal year 2005 and.an increase of 47% or $1.9
million in fiscal year 2005 compared to fiscal year. 2004. The increases in both fiscal years 2006 and 2005
compared to fiscal year 2004 were primarily due to (i) the increase in the number of licensé transactions over
$300,000 that closed during the -fiscal years 2006 and 2005. There were two license transactions over $1.0
million in fiscal year 2006 and seven license transactions over $300,000 in fiscal ‘year 2005 and (ii) existing
customers purchasing additional licenses for previously purchased products. License revenue represented 26%,
29% and 21% of total revenue for the fiscal years 2006, 2005 and 2004, respectively. Given the general
unpredictability of the length of current sales cycles, license.revenue may increase or decrease in future quarters -
as a result.of the timing of llcense transactions being completed but we anUClpate license revenues to increase in

fiscal year 2007, -
Support and Servig:e's - . .
. . ' ! . T
Fiscal Year Ended June 3 Year-Over-Year Change
2006 2005 2004 2005 to 2006 2004 to 2005
(in thousands)

Revenue: ‘ ) ]
Hosting services ................. $ 3658 $3502 §$3139 § 156 4% $ 363 12%
Maint. and support services ........ 8,431 7,957 8,233 474 6% 27160) (3%
Professional services .. ........... 4,508 3,009 4,173 1,499 _5_0% (1,164) (28)%

Total support and services . .. .. $16,597 $14,468 $15545 $2,129 15% $(1,077) (M%
Percentage of total revenue ...... .. 74% 11% 79%
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Support and - services. includes hosting, software maintenance and support and professional services.
Maintenance and support consists of technical support and software upgrades and enhancements. Professional
services primarily consists of consulting and implementation services and training. Support and services revenuie
was $16.6 million, $14.5 million and $15.5 million in fiscal years 2006, 2005 and 2004, respectively. This
represented an increase of 15% or $2.1 million in fiscal year 2006 compared to fiscal year 2005 and a decrease of
7% or $1.1 million in fiscal year 2005 compared to fiscal year 2004. Support and services revenue represented
74%, T1% and 79% of total revenue for the fiscal years 2006, 2005 and 2004, respectively. |

. ) ', v . . T f - . o .

Hosting revenue was $3.7 million, $3.5 million and $3.1 million in fiscal years 2006, 2005 and 2004,
respectively. This represented an increase of 4%-or $156,000 in fiscal year 2006 compared to fiscal year 2005
and an increase of 12% or $363,000 in fiscal year 2005 compared to fiscal year 2004. Hosting revenues increased
year-over-year from fiscal year 2004 to, fiscal year 2006 due primarily to the increased size of new hostirg
contracts with larger enterprises. There were five new hosting contracts over $100,000 in fiscal year 2006 ard
three new hosting .contracts over $100,000 in fiscal- year 2005. We expect hosting revenue to increase in fiscal
year 2007 based upon current renewal rates for existing hosted customers, the new hosting agreements entered
into in recent quarters that we expect to start generating hosting revenue in future quarters and the increased
interest we are seeing for our hosting or on demand services from our target customers.

Maintenance and support revenue was $8.4 million, $8.0 million and $8.2 million in fiscal years 2006, 2005
and 2004, respectively. This represented an increase of 6% or $474,000 in fiscal year 2006 compared to fiscal
year 2005 and a decrease of 3% or $275,000 in fiscal year 2005 compared to fiscal year 2004. The increase in
fiscal year 2006 was due to the increase of license revenue in the first three quarters in fiscal year compared 10
the comparable year-ago period while renewal rates for existing customers improved in fiscal year 2006 when
compared to renewal rates for fiscal year 2005. The decrease in fiscal year 2005 was due to the maintenance ard
support revenue from new license sales not exceeding the reduced revenue resulting from customers not
renewing their maintenance and support contracts. We expect maintenance and support revenue to increase in
fiscal year 2007 based upon current renewal rates ‘for existing maintenance and’ support customers and the
projected levels of new license sales.

Professional services revenue was $4.5 million, $3.0 million and $4.2 million in fiscal years 2006, 2005 ard
2004, respectively. This represented an increase of 50% or $1.5 million in fiscal year 2006 compared to fiscal
year 2005 and a decrease of 28% or $1.2 million in fiscal year 2005 compared to fiscal year 2004. The increase
in fiscal year 2006 was primarily due to (i) our increased focus in selling our products and services to larger
organizations that has resulted in an increase in the size of professional services engagements with these larger
companies deploying our customer interaction solutions within their. organizations, (ii) existing customes
upgrading to our eGain Service 7™ product, and (iii) the ratable recognition of hosting implementation serviceis
deferred in fiscal 2005. The fiscal year 2005 decrease was due in part to increased revenue recognized in fiscal
2004 associated with existing customers upgrading to our eGain Service.6™ product. Other factors contributing
to the decrease in fiscal 2005 were (i) increased license sales to customers with existing deployments that do not
generally require additional implementation services, (ii) the increased ease of implementation and enhanced
configurability of the newer versions of our products resulting in lower implementation costs to our custome:s
and (iii} the deferral of approximately $237,000 of implementation of services delivered in fiscal 2005 that will
be recognized ratably over the remaining term of the hosting agreements. Based upon our current sales pipelire

.and sales strategy we expect professional services revenue to increase in fiscal year 2007,

"In fiscal 2006, 2005 and 2004, no single customer accounted for more than 10% of total revenue.

.o
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Cost of Revenue . oL ‘ ‘ vy ¢

* " Fiscal Yeéar Ended June 30 ‘ Yéar!()veé-x?m Change
' © 2006 2005 2004 200502006 20040 2005
' ' ] ‘ (in thousands) ‘
Costofrevenue .......................... $7,.216 $6,621 $8,108 $595 9% $(1,487) (18)%
Percentage of total revenue ........ e 32% 2% 1%
Gross Margin .............. FEETERIPRRS - 68%  68% 59%

Total cost of revenue was $7.2 million, $6.6 million and $8.1 million-in fiscal years 2006, 2005 and 2004,
respectively. This represented an increase of 9% or $595,000 in fiscal year 2006 ‘compared to fiscal -year 2005
and a decrease of 18% or $1.5 million in fiscal year 2005 compared to fiscal year 2004. Total cost of revenue as a
percentage of total revenues was 32% (a gross margin of 68%) in both fiscal years 2006 and 2005. The improved
gross margin from fiscal year 2004 to fiscal year 2005 was primarily due to the significant decrease of cost of
license in fiscal year 2005. Please refer to our discussion in cost of license as below for further explanation.

In order to better understand the changes within our cost of revenues and resulting gross margins, we have
provided the following discussion of the individual components of our cost of revenues.  ~ .

Cost of License
) Fiscal Year Ended June 30 Year-Over-Year Change . -
. 2006 2005 2004 200502006 . 2004 to 2005
, : . i (in thousands) .
Cost of license ... .. A $231 .$406 81, 646  $(175) (43)%- $(1,240) (15)%
Percentage of license revenue ............ - 4% 7% 41% '
GrossMargin . .................. ceiae. 96%  93%,  .59%

Cost of license pnmarlly mcludes thlrd party software royalties and delwery costs , for shlpments to
customers. Total cost of license was $231, 000, $406,000 and $1.6 million in fiscal years 2006, 2005 and 2004,
respectively. This represented a decrease of 43% or $175,000 in fiscal year 2006 compared to fiscal 'year 2005
and a decrease of 75% or $1.2 rmlllon in ﬁscal year 2005 compared to fiscal year 2004. Tetal cost of license
decreased as a pereentage of total license revenues to 4% (a'gross margin of 96%) in the ﬁscal year 2006 period
from 7% (a gross margin of 93%) in the flscal year 2005 period. The decrease in fiscal years 2006 and 2005 was
due in part to our ongoing product development strategy, to incorporate less third-party softwa‘re into our current
product releases and therefore lower comresponding costs for third-party software royalty costs. The significant
decrease in fiscal year 2005 compared to fiscal year 2004 was primarily due to the expiration and renegotiation
of certain royalty agreements that resulted in a reduction in the amortization of prepaid royalties. We anticipate
cost of license as a percentage of revenue to remain relatively constant in future periods, but to increase or
decrease in absolute dollars-based upon the'i increase or decrease in our license revenue in future periods.

Cost of Support and Services

Fiscal Year Ended June 30 Year-Over-Year Change
. 2006 - 2005 2004 2005 to 2006 2004 to 2005
. : T (in thousards) v :
Cost of support and service ........... . $6985 $6215 $6462 $770 - 12% $(247) (4%
Percentage of supp. and serv. revenue .. ..... . 429 43% 2% ‘

Gross Margin .. ... ............... e 58% - 57% 58% o

+

Cost of support and services includes personnel costs for our hosting services, consulting services and
customer support. It also includes depreciation,of capital equipment used in-our hosted network, cost of support .
for the third-party software and lease costs paid to remote co-location centers. Total cost of support and services
. was $7.0 million, $6.2 million and $6.5 million in fiscal years 2006, 2005 and 2004, respectively. This represented
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-‘Research and Development

an increase of 12% or $770,000 in fiscal year 2006 compared to fiscal year 2005 and a decrease of 4% or
$247,000 in fiscal year 2005 compared to fiscal year 2004, Total cost of support and services as a percentage of
total support and services revenues was 42% (a gross margin of 58%) in the fiscal year 2006 period compared "o
43% (a gross margin of 57%) in the fiscal year 2005 period. The increase in fiscal year 2006 was primarily due ‘o
an increase of . personnel costs by $340,000 associated with delivering the increased professional services
engagements and an increase of $130,000 in depreciation expense related to the addition of hosting cqutpmer!t.
The decrease in fiscal 2005 compared to fiscal year 2004 was primarily due to the reduction in hosting related
services including the depreciation expense of capital equipment and the costs paid to remote co-location centers,
Based upon current revenue expectations, we anticipate cost of support and services to increase in absolute dollars
in future periods but for the gross margins to remain relatively constant in future periods. . , Lo

- *Fiscal Year Ended June 30 - .+ Year-Over-Year Change - !

2006 2005 2004 2005 to 2006 2004 10 2005
. } : .o . " (in thousands) - -
Research and Development . .......... $3,046 . $2,367  §$2,942 $679 29% $(575) (C0)V%
Percentage of total revenue ........ 13% 12% 15% -

Research and development expenses primarily consist of compensation and benefits for our engineering,
product management and quality assurance’ personnel and, to a lesser extent, occupancy costs and related
overhead. Research and development expense was $3.0 million, $2.4 million and $2.9 million in fiscal years
2006, 2005 and 2004, respectively. This represented an increase of 29% or $679,000 in fiscal year 2006
compared to fiscal year 2005 and a decrcase of 20% or $575,000 in fiscal year 2005 compared to fiscal year
2004. Total research and development expenses as a percentage of total revenues was 13% in the fiscal year 2006
period compared to 12% in the fiscal year 2005 period. The increase in fiscal year 2006 was primarily due to
increased costs in our eGain India operations. This included an increase in outside consulting services and an
increase in personnel costs related to (i) a 40% increase in research and development headcount, and (i) sala’y
adjustments for the existing employees. The increase is consistent with our continued commitment to invest in
product innovation. The decrease in fiscal year 2005 compared to fiscal .year 2004 was primarily due to the
headcount reduction in North America and the migration of development resources to eGain India that took pla:e
in the quarter ended September 30, 2004. Based upon our current product development plans we anticipate an
increase in research and development expense in fiscal year 2007, pnmaniy due to an increase in persormel costs
and outside consulting services.

Sales and Marketing : S : . } AN
Fiscal Year Ended June 30 " Year-Over-Year Change
2006 2005 2004 2005 to 2006 2004 10 2005
’ (in thousands) -
Sales ... ... ... ... ... ... ... $7,846 $7,051 $7,024 $795 11% $ 27 0%
Marketing ......................:...  $1,724 $1,804 $1,260 $(80) ()% 3544 43%
Total Sales and Marketing .. ... e $9,570° . $8,855 $8,284 $715 8% $571 7%

"Percentage of total revenue ......... 42% 43% - 2%

Sales and marketing expenses primarily consist of compensation and benefits for our sales, marketing and _
business development personnel, lead generation activities, advertising, trade show and other promotional costs
and, to a lesser extent, occupancy costs and related overhead. Sales and marketing expense was $9.6 million, $£.9
million and $8.3 million in fiscal years 2006, 2005 and 2004, respectively. This represented an increase of 8% or
$715,000 in fiscal year 2006 compared to fiscal year 2005 and an increase of 7% or $571,000 in fiscal year 2015
compared to fiscal year 2004. Total sales and marketing expenses as a percentage‘of total revenues was 42% in
the fiscal year 2006 compared to 43% in the fiscal year 2005. ‘
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Total sales expenses was $7.8 million for fiscal year 2006 compared to $7.0 million for both the fiscal years
2005 and 2004. The increase of $795,000 in fiscal year 2006 compared to fiscal year 2005 was primarily due to
an increase in personnel costs related to the expansion of our sales force that was partially offset by the reduced
expenses resulting from the closure of our Japanese office in fiscal year 2005. As part of the.sales expansion, we
hired a new vice president of world wide sales in December 2005 who reorganized the sales force to focus our
sales efforts towards our target market: larger enterprise customers with a need for our customer interaction
solutions. As part of this expansion the tele-marketing sales group that had previously been managed within the .
marketing group moved under the responsibility of sales management. The increase in sales personnel costs
related to the tele-marketing group was approximately $140,000 in fiscal year 2006.

L

Total marketing expenses were $1.7 million, $1.8 million and $1.3 million in fiscal years 2006, 2005 and
2004 respectively. The .increase in fiscal year 2005 compared to fiscal year 2004 was primarily due to the
increased lead generation activities and marketing programs. We maintained the level of spending in our lead
generation and marketing programs in fiscal years 2006 and 2005; however, the overall marketing costs
decreased by $100,000 due in part to the shift of the tele-markenng sales group ‘from markenng into sales
expense in the first part of fiscal year 2006. . ' :

We expect sales and marketing expenses to increasc in fiscal year 2007 as we plan to mcrease the snzc of our
sales team and expand our marketing activities in an effort to increase revenues.

General and Administrative
<L, Fiscal Year Ended June 30 | - Year-Over-Year Change
. 2006 2005 , 2004 _ 2005 to 2006 2004 to 2008
. . . ] i Ut R . (in thousands) ‘
General and administrative ................ $2,637  $3,295 $3 447  $(658) . (20),% 5(152)‘ (4)%
Percentage of total revenue .. ............ 12% - 16% 18%

t

General and administrative expenses primarily consist of compensation and benefits for our finance, human
resources, administrative .and legal services personnel, fees for outside professxonal services, provision for
doubtful accounts and, to a lesser extent, occupancy costs and related overhead. General and administrative
expense was $2.6 miltion, $3.3 million and $3.4 million in the fiscal years 2006, 2005 and 2004, respectively.
This represented a decrease of 20% or $658,000 in fiscal year 2006 compared to fiscal year 2005 and a decrease
of 4% or $152,000 in fiscal year 2005 compared to fiscal year 2004. Total general and administrative expenses as
a percentage of total revenues was 12% in the ﬁscal year 2006 period compared to 16% in the fiscal year 2005
period. The decrease in fiscal year 2006 compared to fiscal year 2005 was primarily due to a decrease in
personnel costs, the reduction. in bad debt expenses, a reduction.in legal fees and a reduction in premiums for
directors’ and officers’ liability insurance. The decrease in personnel costs of $190,000 was mainly due to the
reduction in personnel in Europe in the third quarter of fiscal year 2005. The bad debt expense reduction of
$170,000 was primarily due to the reduction in the bad debt provision, related to the successful collection efforts
that resulted in the reduced accounts receivable balance as of June 30, 2006 compared to June 30, 2005. Legal
fees decreased by $141,000 primarily due to the increased legal fees in fiscal year 2005 associated with the
conversion of all outstanding Series A Preferred Stock and accreted dividends into common stock in December,
2004. Directors’ and officers’ liability insurance premiums decreased by $121,000. Based upon current revenue |
expectations, we anticipate general and administrative expenses in fiscal year 2007 to increase in absolute dollars
but to decrease as a percentage of revenue.

Impairment of Long Lived Assets

In connection with the transitional godeill impairment evaluation pmi'isions of SFAé No. 142, Goodwill
and Other Intangible Assets, (“SFAS 142”) we performed an annual goodwill impairment review April 30 every
year, and we found no impairment in the last three years.
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In accordance with the provisions of SFAS No. 144, Accounting for the Impairment or Disposal of Lon-
Lived Assets, (“SFAS 1447), we review long-lived assets for impairment, including property and equipment ard
intangible assets, whenever events or changes in business circumstances indicate that the carrying amounts of the
assets may not be fully recoverable. Under SFAS 144, an impairment loss would be recognized when estimatéd
undiscounted future cash flows expected to result from the use of the asset and its eventual disposition are leis
than its carrying amount. Impairment, if any, is assessed usmg dlscounted cash flows. Durmg fiscal years 2006
and 2005, we did nol have any such losses

Valuation and Amortization of Stock-Based Compensation

Fiscal Year Ended June 36,
2006 2005  Change %
‘ ' (m thousands) S
Cost of support and services ............. e DU $34 - NM* NM.*
Research and development . ............................. PP " 53 — "NM*  NM*
Sales and marketing . ... ....oiiiut it e 80 — NM*  NM*
General and administrative ............. ... ...l _ 95 — NM* NM*
Total Stock-Based Compensation .. ... . .. T $262 . — NM*  NM*
Percentage of total revenue .............. ... ... ...l 1% NM* NM* NM*

* NM - Not meaningful

Stock compensation expenses include the amortization of the fair value of share-based payments made io
employees, members of our Board of Directors and consultants, primarily in the form of stock options as we
adopted the provision of SFAS 123R on July 1, 2005. The fair value of stock optlons granted is recogmzcd as an
expense as the underlying stock options vest.

We use the modified prospective method to value our share-based payments under SFAS 123R.
Accordingly, for fiscal year 2006, we accounted for stock compensation under SFAS 123R while for fiscal year
2005, we accounted for stock compensation under Accounting Principles Board (“APB™) No. 25, Accounting for
Stock Issued to Employees, (“APB 25”). Under APB 25, we were generally required to record compensaticn
expense only if there were positive differences between the market value of our common stock and the exercise
price of the options granted to 'employees as of the date of the grant. Under SFAS 123R, however, we record
compensation expense for all share-based payments made to employees based on the fair value at the date of the
grant. Therefore, stock compensalion for fiscal year. 2006 is not comparable to fiscal year 2005. : o
R ' ! " : ! . T ; P

Based upon recent and anticipated option grants we do not expcct our stock compensation cxpcnse o

increase sngmﬁcantly in fiscal 2007. 7 |
i " A

o

Restructurmg and Other Expense . l : . B q

There was no restructuring and other expense for the fiscal year 2006. Net restructuring benefit wils
$944,000 in fiscal year 2005 and net restructuring expense was $186,000 in fiscal year 2004. Other expense
related to the disposal of fixed assets was $22,000 in fiscal year 2005 compared to a gain related to the disposat
of fixed assets of $163,000 in fiscal year 2004. All past restructuring activities were completed and paid in full us
of September 30, 2005,

We recorded a net restructuring benefit of $944,000 in fiscal year 2005. This comprised of a restructurinig
expense of $60,000 for the closure of our office in Japan and a net restructuring benefit of $1.0 million that
reflected the accrual ‘adjustment for two legal settlements that had payments tied to the distribution made to the
Series A Preferred stockholders in December 2004.

i . -
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Income / (Loss) from Operations . _ o

Fiscal Year En'ded,Ju.nejl] 4 Year-Ol'er-Year Change
i 2006 2008 2004 200502006 2004 10 2005
R o T “in thousands) |
Operating income / (10sS) ................... $95 ' $212  $(4,404)  $117 (55)% 34,616 105%

Opérating margin ....... e 1% 1% (22)%

Income from operations was $95,000 in fiscal year 2006 compared to an mcome of $212 000 and a loss of
$4.4 million in fiscal years 2005 and 2004, respectively. This represented a decrease of $117,000 in fiscal year
2006 compared to fiscal year 2005 and an 1mprovement of $4.6 million in fiscal year 2005 compared to fiscal
year 2004. The operating margin was 1% in the ﬁsca] year 2006 and the fiscal year 2005 penod compared to a
negative margin of 22% in the fiscal year 2004. The most significant change in operating income in fiscal year
2006 compared to fiscal year 2005 was no restructuring expense recorded in fiscal year 2006 compared to a
restructuring benefit of $944 000 recorded in fiscal year 2005 and stock based compensanon expense of
$262,000 recorded in fiscal’ year 2006 and none recorded in fiscal year 2005. The operatmg mcome in fiscal year
2005 compared to the operatmg loss in fiscal ' year 2004 was pnmarlly due to: (i) the improved gross margins in
fiscal year 2005 resultmg from the decreased cost of license revenue in fiscal year 2005, (ii} no amortization of
other mtanglble assets expense in fiscal year 2005 compared toa '$1.2 million charge in ﬁscal year 2004 and,'
(iii) a restructunng beneﬁt of $944,000 in ﬁscal year 2005 compared 0 a restructurmg expense of $23 000 in
fiscal year 2004. :

W . L
+

Interest Income ,' o . S e . ; - . N

Interést income consists of interest éarnéd on cash, cash equiva]erits,' and short-term investments. Interest
income was $83,000, $44,000 and $16,000 in fiscal years 2006, 2005 and 2004, respectively. The increase in
fiscal year 2006 comipared to fiscat years 2005 and 2004 was pnmanly due to’ the increase of the average cash
balance i in ﬁscal year 2006.

t
'
- ! 1

Interest Expense and Other Income (Expense)

Interest expense was $1.1 million, $998,000 and $612,000 in fiscal years 2006, 2005 and 2004, respecnvely
This represents an increase of 13% or $126,000 in fiscal year 2006 compared to fiscal year 2005 and an increase
of 63% or $386,000 in fiscal year 2005 compared to fiscal year 2004. The increase in fiscal year 2005 was
primarily due to the interest of $853, 000 from borrowmgs frorn related pany notes payable a.nd $l 18 OOO related
to discount on warrants.

- Other income was $32 000 in ﬁscal year 2006 compared to other expense of $100 000 and other income of
$106,000 in fiscal years 2005 and 2004, respectively. The other income in fiscal year 2006 was primarily from a
foreign exchange gain related to the payments from international trade receivables. The other expense in fiscal
year 2005 was net of tax expense'and a gain related to-a real estate settlement and foreign exchange. - T

' e ' VRN et s T ;

» Related Party Transactlons . -

B L
On December 24, 2002 we entered into a. note and warrant purchase agreement wn.h Ashutosh Roy, our
Chief Executive Officer, pursuant to which Mr. Roy made loans to us evidenced by subordinated secured
promissory notes and received warrants to purchase shares of our common stock in connection with each of such
loans..Each five-year subordinated secured promissory note bears interest at an effective annual rate of 12% due
and- payable upon the term of such note. We have the option to prepay each note at any time subject to the
prepayment penalties set forth in such note. On December 31, 2002, Mr. Roy loaned to us $2.0 million under the
agreement and received warrants that allow him-to purchase up to 236,742 shares at an exercise price equal to
$2.11 per share. These warrants expired in December 2005. In connection with this loan, we recorded $1.83
million in related party notes payable and $173,00010f discount on the note related to the. relanve value of the
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warrants issued in the transaction that will be amortized to interest expense over the five-year life of the note.
The fair value of these warrants was determined using the Black-Scholes valuation method with the following
assumptions: an expected life of 3 years an expécted stock price volatility of 75%, a risk free interest rate of 2%,
and a dividend yield of 0%. On October, 31, 2003, we entered into an amendment to the 2002 note and warrart
purchase agreement with Mr. Roy, pursuant to which he loaned to us an additionat $2.0 million and receivel
additional warrants to purchase up to 128,766 shares at $3.88 per share. In connection with this additional loaa
we recorded $1.8 million in related party notes payable and $195,000 of discount on the notes related to ths
relative value of the warrants issued in the transaction that will be amortized to interest expense over the five-
year life of the note. The fair value of these warrants was determined using the Black-Scholes valuation metho1
with the following assumptlons an expected life ‘of 3 years, an expected stock price volatility of 75%, a risk frez
interest rate of 2.25%, and a dividend yield of 0%. The principal and interest due on the loans as of June 30, 2005
was $5.5 million. As of June 30 2006, warrants to purchase 128,766 shares of common stock were vested an
outstanding. - . . , _ i
_, On March 31, 2004, we entered into a note and warrant purchase agreement with Ashutosh Roy, our Chief
Executwe Officer, Oak Hill Capital Partners L.P., Oak Hill Capltal Management Partners L.P., ani
FW Investors L.P. (the “lenders”) pursuant to which the lenders loaned to us $2.5 mllllon ev1denced by securei
promissory notes and received warrants to purchase shares of our common stock in connection with such loar.
The secured promissory notes have a term of five years and bear interest at an effective annual rate of 12% duz
and payable upon the maturity of such notes. We have the option to prepay the notes at any time sub_]ect to th:
prepayment penalties set forth in such notes. The warrants allow the lenders to purchase up to 312,500 shares &t
an exercise price of $2,00. The warrants became exercisable as to fifty percent (50%) of the warrant shares ninz
months after issuance of the warrants and as to one hundred percent (100%) of the remaining warrant shares 01
the first anniversary of the issuance of the warrants, We recorded $2.28 million in related party notes payable and
$223,000 of discount on the notes related to the relative value of the warrants issued in the transaction that will
be amortized to interest expense over the five year life of the notes. The fair value of these warrants was
determined using the Black-Scholes valuation method with the following assumptions: an expected life of
3 years, an expected stock price volatility of 75%, a risk free interest rate of 1.93%, and a dividend yield of 0%,
The principal and interest due on the loans as of June 30, 2006 was $3.1 million. As of June 30, 2006 warrants to
purchase 312,500 shares of common stock were vested and outstanding. o

)
- LT "
- P
. - -

New Accountmg Pronouncements

In July 2006 the Financial Accounting Standard Board (“FASB”) issued FASB Inlerpretatlon No. 48
Accounting for Income Tax Uncertainties, (“FIN 48”). FIN 48 defines the threshold for recognizing the benefits
of tax return positions in the financial statements as “more-likely-than-not” to be sustained by the taxing
authority. The recently issued literature also provides -guidance on-the derecognition, measurement and
classification of income tax uncertainties, along with any related interest and penalties. FIN 48 also include;
guidance concerning accounting for income tax uncertainties in interim periods and increases the level of
disclosures associated with any recorded income tax uncertainties. FIN 48 is effective for fiscal years beginning
after December 15, 2006. The differences between the amounts recognized in the statements of financial position
prior to the adoption of FIN 48 and the amounts reported after adoption will be accounted for as a cumulative-
effect adjustment recorded to the beginning balance of retained eammgs We are currently assessmg the potentlal ‘
lmpact of FIN 48 on its consohdated financial posmon and resu]ts of operanons )

i

In May 2005 the FASB issued SFAS No. 154, Accaummg Changes and Error Corrections, (“SFAS 154”}
This new standard replaces APB No. 20, Accounting Changes in Interim Financial Statements, (“APB 207} and
SFAS No. 3, Reporting Accounting Changes in Interim Financial Statements, (“SFAS 3”) and represents another
step in the FASB’s goal to converge its standards with those issued by the International Accounting Standard
Board (“LASBY). Among other changes, SFAS 154 requires retrospective application to prior periods’ financial
statements of a voluntary change in accounting principle unless it is impracticable. SFAS 154 also provides that
(1) a change in method of depreciating or amortizing a long-lived non-financial asset be accounted for as i
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change in estimate (prospectively) that was effected by a change in accounting principle, and (2) correction of
errors in previously issued financial statements should be termed a “restatement.” The new standard is effective
for accounting changes and correction of errors made in fiscal years beginning after December 15, 2005. Early
adoption of this standard is permitted for accounting changes and- correction of errors made in fiscal years
beginning after June 1,.2005. We do not expect the adoption of SFAS 154 to have a mateérial effect on our
consolidated financial statements. . S " .

Liquidity and Capital Resources
Overview

Resulting from our ability to increase revenues in fiscal years 2006 and 2005 while maintaining close controls
on total operating costs and expenses in the last three fiscal years, we recorded income from'operations in both
fiscal year 2006 and 2005 compared to a net loss from operations of $4.4 million in fiscal year 2004. In addition, net
cash provided by operating activities increased to $3.0 million in fiscal year 2006 compared to net cash used in
operating activities of $1.1 million and $2.3 million in fiscal year 2005 and 2004 respectively. As of June 30, 2006
our cash and cash equivalents were $6.9 million compared to $4.5 million on June 30, 2005 and $5.2 million on
June 30, 2004. As of June 30, 2006 we had workmg capital of $347,000, compared to $794,000 at June 30, 2005.
As of June 30, 2006, $4.3 million of our current liabilities consists of current deferred revenue compared to $4.1
million on June 30, 2005. We believe that existing capltal resources will enablé us to maintain current and planned
operations for at least the néxt 12 months. From time to time, however we may consider opportunltJes for rmsmg
additional capital and/or exchanging all or a portion of our existing debt for equity. We can make no assurances that
such opportunities will be available to us on economic terms we consider favorable, if at all. '

On October 29, 2004, we entered into a new loan and securit)l agreemenl (the “Credit Facility™) with Silicon
Valley Bank (“SVB™) which replaced the existing accounts receivable purchase agreement The Credit Facility

provided for the advance of up to the lesser of $1.5 million or 80% of certain qualified’ recelvables The Credit

Facility bears interest at a rate of prime plus 2.5% per annum, prov:ded that if we maintain an adjusted quick
ratio of greater than 2.00 to 1.00, then the rate will be reduced to a rate of prime plus 1 75% In addition, the
Credit Facility carries a $750 per month collateral monitoring fee. There are ﬁnanc1a1 covenants under this
agreement that require us to meet certain minimum rolling three-month operatmg losses during the term of the
Credit Facility. As of June 30, 2006 we were not in compliance with one of the financial covenants, but received
a waiver of default from SVB for this non compliance. On December 28, 2004, we entered into an amendment to
the Credit Facility that revised the terms to allow for the advance of up to the lesser of $1.5 million or the sum of
‘80% of certain qualified receivables and 50% of our unrestricted cash on deposit with SVB less the total
outstanding obligations to SVB and any outstanding letters of credit. As of June 30, 2006, the interest rate was
11.25%, and the outstanding balance under the Credit Facility was $1.5 million. On March 29, 2005, we entered
into a further amendment to the Credit Facility, that revised the tenns to allow for the advance of up to an
additional $750,000 to be used to finance equipment purchases (the “Equipment Line™). Interest accrues from the
date of each advance, under the Equipment Line, at a rate of prime plus 3% per annum. Each advance under the
Equipment Line must be repaid in 24 equal monthly payments of principal and interest, commencing on the first
day of the first month following the date the advance is made, and continning on the first day of each succeeding
month. On January 27, 2006 we entered into an extension of our Credit Facility with SVB. The amendment
- extended the termination date to July 28, 2006 and the advance level under the Equipment Line was modified not

to exceed $124,165, plus the unpaid principal balance of the Equipment Advances outstanding as of January 25,

2006. On July 28, 2006 we entered into an extension of our Credit Facility with SVB to extend the termination
date to October 2, 2006. As of June 30, 2006, the total amount outstanding under the Equipment Line is $273,600
with a weighted average interest rate of 10.07%, and there is no further balance available..

On March 31, 2004, we entered into a note and warrant purchase agreement with Ashutosh Roy, our Chief
Executive Officer, Oak Hill Capital Partners L.P., Oak Hill Capital Management Partners L.P., and
FW Investors L.P. (the “lenders”) pursuant to which the lenders loaned to us $2.5 million evidenced by secured
promissory notes and received warrants to purchase shares of our common stock in connection with such loan.
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Related Party Notes Payable.

The principal and interest due on the loans as of June 30, 2006 was $3.1 million. As of June 30,2006, warrants 1o
purchase 312,500 shares of common stock were vested and outstanding,

On December 24, 2002, we entered into a note and warrant purchase agreement with Ashutosh Roy, our
Chief Executive Officer, pursuant to which Mr. Roy made loans to us of $2.0 million on December 31, 2002 ard
$2.0 million on October 31, 2003, evidenced by subordinated secured promissory notes and received warrants 10
purchase shares of our common stock in connection with each of such loans. The principal and interest due c¢n
the loans as of June 30, 2006 was $5.5 million. As of June 30, 2006, warrants to purchase 128,766 shares of
common stock were vested and outstanding. '

T

Please refer to Note 3 to the accompanying consolidated financial statements for a further discussion of tre

R

Cash Flows ' . . - - ‘ |

Net cash provided by operating activities was $3.0 in fiscal year 2006 compared to net cash used in
operating activities of $1.1 million and $2.3 million in fiscal years 2005 and 2004, réspéctively. The net cash
provided by or used in operating activities consisted primarily of net income or losses, plus non-cash expénsc:s
related to depreciation, accrued interest and amortization of discount on related party notes, and the net change in
operating assets and liabilities. It also included a non-cash charge of stock-based compensation starting in fisc:l
year 2006. '’ . L ‘ '

The net change in operating assets and liabilities in fiscal year 2006 primarily consisted of the decreases in
accounts receivable, prepaid and other current assets partially offset by an increase in other assets and deferred
revenue. The significant decrease in accounts receivable was primarily due o the improvement of collections
reflected by a days sales outstanding (or DSOs) of 37 days for the quarter ended June 30, 2006 compared 10
71 days for the quarter ended June 30, 2005. The decrease in prepaid and other assets was primarily due to the
reduction in the amortization of prepaid royalties resulting from the expiration of certain royalty agreements ard
the refund of provision of income tax in eGain India. The increase in deferred revenue was primarily due 10
increased deferred maintenance and support revenue associated with the timing of payments rccewed from
custorners renewing their maintenance and support contracts.

The net change in operating assets and liabilities in fiscal year 2005 primarily consisted of a decrease in
restructuring accrual and an increase in accounts receivable partially offset by an increase in deferred revenue, a
decrease in prepaid and other assets and an increase in accrued compensation, The decrease in accrued restructurir g
was due to the cornpletlon of two legal settlements that had payments tied to the distribution made in December
2004 to the holders of our Series A Preferred Stock. Based upon the final settlements, we recorded a restructurin g
benefit of $958,000 in the quarter ended December 31, 2004, and a cash payment of $242,000 and a finil

 restructuring adjustment of $46,000 in the quarter ended March 31, 2005 to bring this restructuring accrual to zero!’

Continuing to operate a cash-positive business depends on our ability to achieve positive earnings -ard
maintain or increase the level of our revenues, and continuing to effectively manage working capital including
collécting outstanding receivables within our standard payment terms. In addition, our ability to generate futu'e
cash flows from operations could be negatively impacted by a decrease in demand for our products, which are
subject to rapid technological change, or a reduction of capital expenditures by our customers as a result of a
downturn in the global economy, among other faclors '

Net cash used in investing activities was $840,000 in fiscal year 2006 compared to $616,000 in fiscal year
2005 and $178,000 provided by investing activities in the fiscal year 2004. Cash used in investing activities in
both fiscal years 2006 and 2005 were due to the purchases of equipment:

Net cash provided by financing activities was $123,000, $1.2 million and $3.3 million in fiscal years 200+,
2005 and 2004, respectively. Cash provided by financing activities in fiscal year 2006 consisted primarily of

36




proceeds from new bank borrowing, partially offset by the payments on existing bank borrowings. Cash providefi
by financing activities in fiscal year 2005 consisted primarily of proceeds from related party notes payable and
proceeds from new bank borrowing, partially offset by the payments on existing bank borrowings.

Commitments '

The following table summarizes eGain’s contractual obligations, excluding interest payments, as of June 30,
2006 and the effect such obligations are expected to have on its liquidity and cash flow in future periods (m
thousands) .

Yenr Ended June 30, .
_ 2007 2008 2009 w E Thereafter  Total
Operating leases . ...............vvvuen 576 577 418 171 171 171 2,084
Bank borrowings .......... P 1,697 M = = = —_ 1,774
Related party notespayable . ............. — 2,000 4,500 - — — 6,500
Total .........coiiiiiniiie, 2,273 2,654 4918 171 171 17 10,358

In connection with the related party notes payable, the total interest payable of $1.5 million and $3.4 mllhon
will be due in fiscal year 2008 and 2009, respectwely
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Quarterly Results of Operations _ : .

The following tables set forth certain unaudited consolidated statement of operations data for the eigt
quarters ended June 30, 2006. This data has beén derived from unaudited consolidated financial statements thzt,
in the opinion of management, include all adjustments consisting only of normal recurring adjustments,
necessary for a fair presentation of such information when read in conjunction with the Consolidated Financial
Statements and Notes thereto.

The unaudited quarterly information should be read in conjunction with the Consolidated Financial
Statements and Notes thereto included elsewhere in this Form- 10-K. We believe that period-to-pericd
comparisons of our financial results are not necessarily meaningful and should not be relied upon as an indication
of future performance.

) ‘ Quarters Ended _
' * Jun,30, Mar.31, Dec.3l, Sep. 3, Jun. 30, Mar. 31, Dec. 31,  Sep.3),
2006 2006 2005 2008 2005 2005 2004 ¢ ZIIM_
(in thousands)
Consolidated Statements of Operations
Data:
Revenue
« License ............ et % 718% 1,859 % 20138 1,377 % 2,232°% 1,071 $ 1,384 $1,213
Support and Servmes ............ 4480 4275 399 3846 3610 - 3,607 3803 3448
Total revenue .............. 5198 6,134 6,009 5223 5842 4,678 5,187 4,71
Costof license ................ - 16 29 133 53 100 57 76 113
Cost of support and services ...... 1,855 1,828 1,578 1,724 1,679 1,569 1,512 1,455
Gross profit (loss} .......... 3,327 4277 4298 3,446 4063 3,052 3,599 3,003
Operating costs and expenses: .
Research and development . ...... 847 782 704 713 734 571 524 538
Sales and marketing ............. 2,597 2,588 2258 2,127 2421 2,127 2206 2,1
General and administrative ....... 684 585 739 629 882 815 848 730
Restructuring and other .......... — — — — 6 30 (958 —-
Total operating costs and
EXPEMSES . .. vivv e 4,128 3955 3,701 3469 4043 3543 2620 3,339
Income / (Loss) from operations ....... (801) 322 597 23) 20 (491) 979 (296)
Non-operating income (expense}, net . . . (294)  (234)_ (352) (274)  (297) (234) (247) (276)
Netincome /(JOs8) .« - vvvvvvevrvrvnnn © (1,095) 88 245 (297 @717y (725) 732 (572
Dividends on convertible preferred stock . . —_ —_ — —_ — —  (1,781) (1,951)
Net loss applicable to common _
stockholders ..................... $(1,095) 88 245 (2973 (2TNH$ (725)8(1,049)8(2,5: E)
Per share information:
Basic and diluted net loss per
commonshare ............... $ 0O7)$ 001% 0023 (0.02)$ (0.02)$ (0.05)% (0.2)% (0.58)
Shares used in computing basic and
diluted net loss per common
share ....................:.. 15312 15305 15302 15,302 15288 15,288 _4831 3.6%

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

We develop products in the United States and India and sell these products internationally. Generally, saies
are made in local currency. As a result, our financial results could be affected by factors such as changes in
foreign currency exchange rates or weak economic conditions in foreign markets. To date, the effect of changes
in foreign currency exchange rates on revenues and operating expenses has not been material. Identifiable asscts
denominated in foreign currency at June 30, 2006 totaled approximately $4.5 million. We do not currently use
derivative instruments to hedge against foreign exchange risk.
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FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA
REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and Stockholders
eGain Communications Corporation
Mountain View, California

We have audited the accompanying consolidated balance sheets of eGain Communications Corporation as
of June 30, 2006 and 2005 and the related consolidated statements of operations, stockholders’ equity (deficit)
and comprehensive loss, and cash flows for each of the three years in the period ended June 30, 2006. We have
also audited the schedule listed in the accompanying index. These financial statements are the responsibility of
the Company’s management. Our responsibility is to express an opinion on these financial statements based on
our audits. } . ' B '

i .

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. The Company is not required to have,
nor were we engaged to perform, an audit of its internal control over financial reporting. Our audits included
consideration of internal control over financial reporting as a basis for designing audit procedures that are
appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the
Company’s internal control over financial reporting. Accordingly, we express no such opinion. An audit also |
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of eGain Communications at June 30, 2006 and 2005, and the results of its operations and
its cash flows for each of the three years in the period ended June 30, 2006, in conformity with accounting
principles generally accepted in the United States of America.

. . ‘ i a
" Also in our opinion, the schedule presents fairly in all material respects, the information selt forth there in.
(Signed BDO Seidman, LLP)

San Francisco, California
August 31, 2006

41




¢GAIN COMMUNICATIONS CORPORATION

CONSOLIDATED BALANCE SHEETS
_ (in thousands, except per share amounts)

) June 30,
2006 2005
ASSETS
Curreat assets: ] L N . . Ce
| Cash and cash equivalents .......... S I TR $ 6916 $ 4498
3 - Restricted cash ....... e e e e 12 A2
! Accounts receivable, less allowance for doubtful accounts of $120 and $266 at. - ,
June 30, 2006 and 2005, respectively .. ... ... e . 2,151 4,590
Prepaid and other CUFTENE ASSETS . .. ... ... ..o\ttt e 623 1,125
Total CHUITENt 85888 . .. v vttt it ittt ie it e ae i ir e 9,702 10,225
Property and equipment, net .. ....0.............. s P B N 1,169+ 74
Goodwill ., ... ... ... .. i e PP R N Ve 4,880 4,830
OthEr BSSEES ... . oo ottt e et e et ettt e i e ey 354 38
$ 16105 $ 15904
LIABILITIES AND STOCKHOLDERS’ DEFICIT
Current liabilities: . _ v S
Accounts payable .......... e e e e N R 989 § L1P
Accrued compensation . .................. U S e s SO - 1,254 1,336
| Accrued liabilities . . . ...... ... . e S 1,156 ~ L1490
Defermed revenle . ...t i e e e e 4,259 4,14
Accrued restruCtUNng . ... ..ot e e e e — t7
Bank borrowings . .. ...ooot it i e 1,697 1,535,
Total current liabilities .......... e Lo 9355 9431
Related party notes payable ............... e e e 8,652 7.519
Bank borrowings, net of current portion . ......... e A e 77 59
Other long term liabilities . ... ... ... o i i i 217 229
Total liabilities ................ P P P 18301 17,308
Commitments and contingencies (notes 6 and 9)
Stockholders’ deficit:
Common stock, $0.001 par value, 50,000 shares authorized, 15,314 and 15,288 ;
shares issued and outstanding at June 30,2006 and 2005 ..................... 15 5
Additional paid-incapital ........ . ... e 315,736 315467
Notes receivable from stockholders . ..., ... ... .0t i i (74) (12)
Accumulated other comprehensive loss .. ... ... .. i i e (456) (4:36)
Accumulated defiCit .. ... . i e et (317417 (@3 l6,3.‘§_8_)
Total stockholders’ deficit .......... ... ... .. i (2,196) (1,404)
$ 16,105 § 159 91)4
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¢GAIN COMMUNICATIONS CORPORATION

CONSOLIDATED STATEMENTS OF OPERATIONS

(in thousands, except per share information)

Revenue:

Operating costs and expenses:
Researchanddevelopment ........... ... . .coiiiiiiiiiiinnnenn...
Salesand marketing ........... . ... . . i i
General and administrative .. .. ... ... . e e

Amortization of other intangible assets .................. ... .. ... ... )

Restructuring and other .. .. ..ottt it ie i iie s
Total operating costs and expenses . . ..................... ... .. ...,

Income (loss) fromoperations ................coiiiiiiiiiniiiiiiaa. ~
Interest income (expense), net .. ... ... .. ... .
Other INCOME (EXPENSE) - ... vttt ittt it te it ttasiaeia et eaaanns

LossbeforeIncome Tax ........ .ot i e e e
Income Tax ..... e e e e e s a e,

Per share information:
Basic net income / (loss) percommonshare . .................000ienn..
Diluted net income / (loss) per commonshare ..........................

* Weighted average shares used in computing basic net income / (loss) per |
commonshare .. ...... ... ... i e

Weighted average shares used in computing diluted net income / (loss) per
common share ... ... ... L. e e

Costof supportand services .. ... ... ... ...t
Researchanddevelopment ............. ... ... oo ..,
Salesand marketing ........... .. ...t AU
General and administrative .........0 ... ... iinnn.. e

Seé accompanying notes.
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Years Ended June 30,

2006 2005

2004

$ 597 $5960 $ 4,058

16,597 14,468 15,545
22564 20,428 19,603
231 406 1,646
6985 6215 6,462
15348 13,807 11,495
3046 2,367 2,942
9570 8855 8284
2637 3295 3,447
- = 1,203
— (922) 23
15253 13,595 15,899 -
95 . 212 (4,404)
(1,040) . (954) (596)
32 (100) 106
©O13)  (842) (4,894)
(146) @ — - —
(1,059)  (842) (4,894)
— (373 (1383)

$(1,059) $(4,574) $(12,278)

$ (0.07) $ (047) § (3..33)
$ (007) $ (047) $ (3.33)

15,308 9,731 3,688
15,308 9,731 3,688
$ 34§ — —
33 —_— —
80 — —
95 — —
$ 262 § — —
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eGAIN COMMUNICATIONS CORPORATION
CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands)
Years Ended June 30,
2006 2005 2004_
Cash flows from operating activities:
Netloss ..o e i $(1,059) $ (842) $(4,894)
Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation . .........cooviiiiiiiiiiin. e 413 326 1,050
Loss / (gain) on disposal of fixed assets .............. ... ... .., - 22 (163
Stock based COMPENSALON - . . .. ...\ et eeeee ety 262 —_ —
Provisions for doubtful accounts and salesreturns ..................... (146) 128 “n
Amortization of other intangible assets . ..................... e —_ — 124
Accrued interest and amortization of discount on related party notes ...... 1,074 973 550
Changes in operating assets and liabilities ‘
Restrictedcash . ........ . .. i — — 779
Accountsreceivable .. ... ... .. e e e 2,475 (1,842) 411
Prepaid and other current assets .. ............c o 493 283 1439
Other assets .. ...ttt it it e e (290) 273 66
Accountspayable . .......... ... ...l (125) 73 (450)
Accrued compensation .. ...... ... i e + (145) 621 (99)
Other accrued liabilities ... ............ . ... .. ..o i i a7 (145) (583)
Accruedrestructuring ........... ... el e A7 (1,333)  (1,047)
Deferred revenue . ............ it iratnt i ininineaeannns 111 413. (602)
Other long term labilities . .........ccov i any (13) (13) (1)
Other . ... e e PP 2 nH # 1
Net cash provided by (used in) operating activities ........................ 3,018 (1,064) ' (2.2'86)
Cash flows from investing activities: )
Purchases of property and equipment . ............... ... .00 iieennn. " (840) ©616). (217)
Proceeds from sale of property and equipment ... ....................... —_ —_ '39
Net cash used in investing activities .. ...........cooiiririinnrananeoan. (840) (616) (178)
Cash flows from financing activities: . *
Payments on bOrrowings .. . ... ... ... e (5,835)  (3,386) (3,224)
Payments on capital lease obligations ....... ... .. ... ... ... .., — 9 _ (16)
Proceeds from borrowings . . . . . F e e e e e e e 5953 4534 2,103
Proceeds from related party notes payable .............. ... ... ....... — — 4,500
Write-off terminated employee's loan, netof interest . ................... — 22 -+ =
Proceeds from issuance of common stock, net of repurchases .............. °5 2 80
Net cash provided by financing activities ................................ - 123 1,163 3,543
Effect of exchange rate differencesoncash .. ...........oovvurenirinnenns 117 (166  (105)
Net increase (decrease) in cash and cash equivalents ....................... 2,418 683 74
Cash and cash equivalents at beginningof year ........................... 4,498 5,181 4,407
Cash and cash equivalents atendof year ........................ I $6916 $ 4,498 &ﬂ
Supplemental cash flow disclosures: s . .
Cashpaid forinterest . ..........ootiene e nnnnnn. e % 60 % 26 $§ 49
Cash paid forincome taxes .................ccovvennnnn.. e R " 146 — —
Non cash item:
Conversion of preferred stock to common stock .. ............. e $ — §112486 $ —

See accompanying notes.
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eGAIN COMMUNICATIONS CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES _ .
Organization, Nature of Business and Basis of Presentation o . |

~ We are a leading provider of customer service and contact center software used by global enterprises and !
fast-growing businesses. Trusted by prominent enterprises and growing mid-sized companies worldwide, eGain’s '
award winning software has been helping orga.mzatlons achieve and sustain customer service excellence for more
than a decade. .

,Wé have prepared the condensed consolidated financial statements pursuanf to the rules and regulations of
the Securities and Exchange Commission and included the accounts of our .wholly-owned subsidiaries. All
significant intercompany balances and transactions have been eliminated. .~ ‘ o :

Principles of Conselidation

The consolidated financial statements include the accounts of eGain and our wholly-owne:d subsidiaries. All

significant intercompany balances and transactions have been eliminated.
. . S !

Use of Estimates

The preparation of financial statements in conformity with generally accepted accounting principles requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities, the
disclosure of contingent assets and liabilities at the date of the financial statements ‘and the reported amounts of
revenues and expenses during the reporting period. The estimates are based upon information available as of the
date of the financial statements. Actual results could differ from those estimates. >

We evaluate our significant estimates, including those related to revenue recognition, provision for doubtful
accounts, valuation of stock-based compensation, valuation of long-lived assets, valuation of deferred tax assets, -
and litigation, among others. We base our estimates on historical experience and on various other ‘assumptions
that are believed to be reasonable under the circumstances, the results of which form the basis for making
judgments about the carrying values of assets and liabilitics that are not readily apparent from other sources. We
refer to accounting estimates of this type as “critical accounting estimates.” .

Foreign Currency Translation _ '

The functional currency of each of our international subsidiaries is the local currency of the country in
which it operates. Assets and liabilities of our foreign subsidiaries are translated at month-end .exchange rates,
and revenues and expenses are translated at the average monthly exchange rates. The resulting cumulative
translation adjustments are recorded as a component of accumulated other comprehensive income. Gains and
losses resulting from foreign currency transactions are included in the consolidated statements of operations and, .

to date, have not been significant.
'

Cash and Cash equivalents

We consider all highly liquid investments with an original maturity of three months or less to bé cash
equivalents. As of June 30, 2006 and 2005, we had only cash deposits at banks.

r 1
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¢GAIN COMMUNICATIONS CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Collateralized Recelvables - - T

On October 29, 2004, eGain entered into a loan and security agreement (the “Credit Facility”) with Siliccn
Valley Bank (“SVB”). The Credit Facility provided for the advance of up to the lesser of $1.5 million or 80% of
certain qualified receivables. On December 28, 2004, eGain entered into an amendment to the Credit Facility that
revised the terms to allow for the advance of up to the lesser of $1.5 million or the sum of 80% of certain
qualified receivables and 50% of our unrestricted cash on deposit with SVB less the total outstanding obligations
to SVB and any outstanding letters of credit. As of June 30, 2006 the outstanding balance under the Credit
Facility was $1.5 million. On March 29, 2005, eGain entered into a further amendment to the Credit Facility that
revised the terms to allow for the advance of up to an additional $750,000 to be used to finance equipment
purchases (the “Equipment Line”). On-January 27, 2006 the Equipment Linc was modified not to excecd
$124,165, plus the unpaid principal balance of the Equipment Advances outstanding as of January 25, 2006. As
of June 30, 2006, the outstanding balance under the Equipment Line was $273,600.

Fair Value of Financial Instruments

Our financial instruments consist of cash and cash equivalents, accounts receivable, accounts payable and
debt. We do not have any derivative financial instruments. We believe the reported carrying amounts of these
financial instruments approximate fair value, based upon their short-term nature and comparable market
information available at the respective balance sheet dates and for the notes payable that the interest rat:s
remained substantially unchanged between the date of the notes payable and the balance sheet date.

Concentration of Credit Risk I ’ : o

Financial instruments that subject us to concentrations of credit nsk -consist’ prmclpally of cash and caih
equivalents and trade accounts receivable. We are exposed 'to credit risk in the event of default by these
msmquns to the extent of the amount recorded on the balance sheet. We invest excess cash primarily in
commercial paper and money market funds, which are highly liquid securities that bear minimal risk. Our caih
and cash equivalents was $6.9 million as of June 30, 2006 which exceeded the FDIC limit. In addition, we have
investment policies and procedures that are reviewed periodically to minimize credit risk.

"~ Our customer base extends across many different industries and geographic regions. We perform ongoiig
credit evaluations of our customers with outstanding receivables and generally do not require’ collateral. In
addition, we established an allowance for doubtful accounts based upon factors surrounding the credit risk of
customers, historical trends and other information. In the fiscal years ended June 30, 2006, 2005 and 2004, no
single customer accounted for more than 10% of total revenue.

-

Sales to customers outside of North America accounted for $11.6 million, $10.0 million and $9.4 million pf
our total revenue in the fiscal years 2006, 2005 and 2004, respectively. . i

Property and Equipment

Property and equipment are stated at cost, net of accumulated depreciation and amortization. Depreciation is
computed using the straight-line method over the estimated useful life of the respective assets (3 years).
Leasehold improvements are amortized over the lesser of their corresponding lease term or the estimated useful '
lives of the improvements (5 years). Leased equipment is depreciated over the lesser of the lease term or 3 years:.

Goodwill and Other Intangible Assets

Effective July 1, 2002, we adopted Statement of Financial Accounting Standards (“SFAS™) No. 142,
Goodwill and Other Intangible Assets, (“SFAS 142”) and ceased amortization of goodwill and began reviewing
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¢GAIN COMMUNICATIONS CORPORATION .
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

it annually for impairment: (or ‘more frequently if impairment indicators arise). In addition, we evaluated our .
remaining purchased intangible assets to détermine that all such asséts have determinable lives. We operate under
a single reporting unit and accordingly, all of our goodwill is associated with the entire company. Prior to the
adoption of SFAS 142, we amortized goodwill on a straight-line basis over its estimated useful life of three years.
The purchased intangible assets including customer base and acquired technology are being amortized over the |
asset’s estimated useful life, which ranges from three to four years. The amortizable intangibles were fully
amortized in fiscal year 2004 and remaining intangibles are for goodwill only. We performed annua.l impairment
reviews for fiscal years 2006, 2005 and 2004 and found no impairment.

1

- - . AR - U

Impairment of Long-Lived Assets co - S '

In connection w1th the transmona] goodwill 1mpamnent evaluatlon provnslons of SFAS 142, we performed '
an annual goodwill impairment review at Apnl 1 every year and we found no 1mpa1rment in the last three years.

In accordance with the provisions of SFAS No. 144, Accountmg Jor the Imparmwm or Dtsposal of Long-
" Lived Assets, (“SFAS 144”), we review long-hvcd assets for 1mpau’ment, including property and equipment and
intangible assets, whenever events or changes in business circumstances indicate that the carrymg amounts of the
assets may not be fully recoverable. Under SFAS 144, an impairment loss would be recognized when estimated
undiscounted. future cash ﬂows cxpccted to result from the use of the asset and its eventual dlsposmon are less
than its carrying amount. Impalrment if any, is assessed using discounted cash flows. Durmg fiscal 2006 and
2005 we did not have any such losses.

t
+ .- -

i
t
h
f

Revenue Recognition "~ - : v N S .
' . . . . L . ' q -

We derive revenues from two sources: license fees, and support and services. Support and services includes
hosting, software maintenance and support and professional -services. Maintenance and support consists of -
technical support and software- upgrades and enhancements. Professional -services primarily consists of
consulting and implementation services and training. Significant management judgments and estimates are made
and used to determine the revenue recognized in any accounting period. Material differences may result in the
amount and timing of our revenue for any period if different conditions were to prevail. . .

We apply the provisions of Statement of Position (“SOP”) No. 97-2, Software Revenue Recognition,
(“SOP 97-2") as amended by SOP No. 98-9, Modification of SOP 97-2, Software Revenue Recognition, With
Respect 1o Certain Transactions, (“SOP 98-97) to all transactions involving the licensing of software products. In
the event of a multiple element arrangement we evaluate the transaction as if each element represents a separate unit
of -accounting taking into account all factors following the guidelines set forth in SOP 97-2 and Emerging Issues
Task Force Issue (“EITF”) No, 00-21, Accounting for Revenue Arrangements with Multiple Deliverables, (“EITF
00-21"). For fixed fee arrangements the service revenues are recognized in accordance with the ‘provisions of SOP
No. 81-1, Accounting for Performance of Construction Type and Certain Production Type Contracts, (“SOP 81-17)
when reliable estimates are available for the costs and efforts necessary to complete the 1mplcmentatlon services. .
When such estimates are not available, the completed contract method is uuhzed

» When licenses -are sold together with system implementation and consulting services, license fees are
recognized upon shipment, provided that (i) payment of the license fees is not dependent upon the performance
of the consulting and implementation services, (ii) the services are available from other vendoré, (iii) the services
qualify for separate accounting and we have sufficient experience in providing such services, have the ability to
estimate cost of providing such services, and we have vendor specific objective evidence of pricing, and (iv) the
services are not essential to the functionality of the software. For arfangeéments that do not meet the above
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¢GAIN COMMUNICATIONS CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

criteria, both the product license revenues and the service revenues are recognized under the. percentage of
completion method. This has not been necessary in the last three years. R . B

L3

. We use signed software license and- services agreements and order forms as evrdence of an arrangement for.
sales of software, hostmg, maintenance and support. We use srgned engagement letters . to evidence an
arrangement for professional services.

"
i

License Revenue

We recognize license revenue when persuasive evidence of an arrangement exists, the product has be:n
delivered, no significant obligations remain, the fee is fixed or determinable, and collection of the resulting
receivable is probable. In software arrangements that include rights to ‘muyltiple software products andlor services,
we use the residual method under which revenue is allocated to the undelwered eleménts based on vendor
specific objective evidence of theé' fair value of such undelivered elements. The residual amount of revenue'is
allocated to the delivered elements and recogmzed as revenue assuming all other criteria for revenue recognition
have been met. Such undelivered elements in these arrangements typically consmt of software mamtenance and
support 1mplementatlon and consultmg servnces and m some cases hostmg servrces ’

* Software is delivered to customérs electromcally or on a CD-ROM, and’ llcense files are dehven.,d
electmmcally We assess whether the fee is fixed or determinable based on the’ payment terms assocratecl with the
transaction. We have standard payment terms included in our contracts. We assess collectibility baséd on'a number
of factors, including the customer’s past payment history and its current creditworthiness. If we determine tkat
collection of a fee is not reasonably assured, we defer the revenue and recognize it at the time collection becomes
reasonably assured, which is generally upon receipt of cash payment. If an acceptance period is required, revenue is
recognized upon the earlier of customer acceptance or the expiration of the acceptance period.

We periodically sell to “resellers. License sales to resellers as a percentage of total revenue was
approximately 10% in fiscal year 2006 and 5% in fiscal year 2005. Revenué from sales to resellers is recogniz:d

either upon delivery to the reséller or on a sell-through basis depending on the facts and circumstances of-the
transaction, such as our understanding . of the reseller’s plans to sell the software, if there are any retumn
provisions, price protection or other allowances, the reseller’s financial status and our past experience with tie
" particular reseller. Historically sa]es to resellers have not included any return provrs:ons price protections or
other a]lowances - S Y : s

LN . . . \ , [
L I ' -

Professronal Services Revenue - ) o ., . !

Included in support services revenues are revenues derived from system lmplementatlon consulting.and -
training. The majority of our consulting and implementation services and accompanying agreements qualify for
separate accounting. For hosting implementation services that do not qualify for separate accounting, vre
recognize -the services revenue ratably over the estimated life of the customer hosting relationship, We use
vendor specific objective evidence of fair value for the services and maintenance to account for the arrangement
using the residual method, regardless of any separate-prices stated within. the contract for each element. Our
consulting and implementation service contracts are bid either on a fixed-fee basis or on a time-and-materials
basis. Substantially all of our contracts are on a time-and-materials basis. For time-and-materials contracts, vie
recognize revenue as services are performed For a fixed-fee contract, we recognize revenue based upon the costs
and efforts to complete the services in accordance with the percentage of completion method provrded we are
able to estimate such costs and efforts. :

Training revenue is recognized wh'en training is provided. _ . .
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¢GAIN COMMUNICATIONS CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continuéd)

‘

Hosting Serwces Revenue

included in support services revenues are revenues derived from our hosted service. offenngs We rccogmze
hosting services revenue ratably over the period of the applicable agreement as services are provided. Hosting
agreements are typically for a period of one or two years and automatically renew unless either party cancels the
agreement. The majority of the hosting services customers purchase a combination of our hosting service and
professional services. In some cases the customer may also acquire a license for the software.

We evaluate whether each of the elements in these arrangements represents a separate unit of accounting, as
defined by EITF 00-21, using all applicable facts and circumstances, including whether (i) we sell or could
readily sell the element unaccompanied by the other elements, (ii) the. element has stand-alone value to the
customer, (iii) there is objective reliable evidence of the fair value of the undelivered item, and A{iv) there is a
general right of return.

We allocate the arrangement consideration to the separate units of accouiitiné based on their relative fair
values, as determined by the price of the undelivered items when sold separately. Assuming all other criteria are -
met (i.e., evidence of an arrangement exists, collectibility is probable, and fees are fixed or determinable),
revenue is recognized as follows: '

b

» * " Hosting services are recognized ratably over the term of the initial hosting contract;
»  Professional services are recognized as described above under “Professional Services Revenue™; and

» License revenue is recognized as described above under “License Revenue.”

. ‘ , _

We consider the applicability of EITF No. 00-03, Application of SOP 97-2 to Arrangements That Include
the Right to Use Software Stored on Another Entity's Hardware, (“EITF 00-03") on a contract-by-contract basis. ’
In hosted term-based agreements, where the customer does not have the contractual right 1o take possession of
the software, the revenue is recognized on a monthly basis over the term of the contract. Amounts that have been
invoiced are recorded in accounts receivable and in deferred revenue or revenue, depending on whether the
revenue recognition criteria have been met. If we determine that the customer has the contractual right to take -
possession of our software at any time during the hosting period without significant penalty, and can feasibly run
the software on its own hardware or enter into another arrangement with a third party to host the software, a
software element covered by SOP 97-2 exists. When a software element exists in a hosting services arrangement,
we recognize the license, professional services and hosting services revenues pursuant to SOP 97-2, whereby the
fair value of the hosting service is recognized as revenue ratably over the term of the hosting contract. We have
established vendor specific objective evidence for the hosting and support elements of perpetual license sales,
based on the prices charged when sold separately and substantive renewal terms. Accordingly, revenue for the
perpetual software license ‘elemént is determined using the residual method and is recognized upon delivery.
Revenue for the hosting and support elements is recognized ratably over the contractual time period.

If evidence of fair value cannot be establishéd for the undelivered elements of an agreement, the entire
amount of revenue from the arrangement is recognized ratably over the period that these elements are delivered.
For implementation services that we determine do not have stand-alone value to the customer, we recognize the
services revenue ratably over the estimated life of the customer hosting relationship.

Maintenance and Support Revenue
Included in support services revenues are revenues derived from maintenance and support. Maintenance and

support revenue is recognized ratably over the term of the maintenance contract, which is typically one year.
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¢GAIN COMMUNICATIONS CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Maintenance and support is renewable by the customer on an annuat basis. Rates for maintenance and support,
including subsequent renewal rates, are typically estabhshed based upon a spemﬁed percentage of net llcense
fees as set fort.h in the arrangement. ’

Allowance for Doubtful Aclclounts .

We maintain an allowance for doubtful accounts to reseive for potential uncollectible trade receivables. We
review our trade receivables by aging category to identify specific customers with known disputes -or
collectability issues. We exercise judgment when determining the adequacy of these reserves as we evaluate
historical bad debt trends, general economic conditions in the U.S. and internationally, and changes in custoner
financial conditions. If we made different judgments or utilized different estimates, material differences may
result in additional reserves for trade receivables, which would be reflected by charges in general znd -
administrative expenses for any period presented. We write off a receivable after all collection efforts have been
exhausted and the amount deemed uncollectible.

Software Developfne}lt Costs

We account for software development costs in accordance with SFAS No. 86, Accounting for the Costs of
Computer Software to be Sold, (“SFAS 86”). Leased or Otherwise Marketed, whereby costs for the development
of new software products and substantial enhancements to existing software products are included in research
and development expense as incurred unti! technological feasibility has been established, at which time any
additional costs are capitalized. Technological feasibility is established upon completion of a working model. To
date, software development costs incurred in the period between achieving technological feasibility and general
availability of software have not been material and have been charged to operations as incurred.

- |
L A IR

Advertlsing Costs

We expense adverﬂsmg costs as 1ncurred Total advertising expenses for the fiscal years ended June 30,
" 2006, 2005 and 2004 were $520,000, $336,000 and $168,000, respectively. -

Stock-Based Compensation

We adopted SFAS No. 123 (revnsed 2004) Share Based Paymem (“SFAS 123R”) effective July 1, 20(]5
SFAS 123R is a new and very complex accounting standard, the application of which requires significunt
judgment and the use of estimates, particularly surrounding Black-Scholes assumptions such as stock price
volatility and expected option lives, as well as expected option forfeiture rates to value equity-based
compensation. SFAS 123R also requires that the benefit of tax deductions in excess of recognized compensation
cost be reported as a financing cash flow, rather than as an operating cash flow as required under current
literature. This requirement will reduce net operating cash flows and increase net financing cash flows in pericds
after the effective date. This tax difference for unexercised options must also be recorded as a deferred tax item
and recorded in additional paid in capital. Based on preliminary reviews we do, not believe that this will have: a
material impact. :
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eGain has adopted the disclosure requiréments of Statement SFAS No. 148, Accounting for Stock-Based
Comperisation, Transition and Disclosure, ("SFAS 148"). Pro forma information regarding net income (loss) has

been determined as if we had accounted for our employee stock options under the fair value method prescribed
by SFAS 123 (in thousands, except per share data): A .

. . . e T R oo 2005 + 2004
As Reported: *, ' R o A o

Net loss applicable to common stockholders .. ..., ... ... 0 i 0L $(4,574) $(12,278)

- Basic and diluted netloss persharé ........ ... ... ... .. 5., L. 04Ty - (3.33)
Deduct: Total stock-based employee compensatlon expense determmed under fair SRR

*ovaluebasedmethod ... .. ... . e i C (86) ‘(588)

Add:'Stock-based employee compensation expense included in reported netloss |. - 0 0
Pro Forma: } ' T

Net loss applicable to common stockholders .......................... $(4,660) $(12,866)

. Basic and djlu'ted netlossppershare ................cccoeiueeiiin... {0.48) (3.49)

Income Taxes

Income taxes are accounted for using the liability method in accordance with SFAS No. 109, Accounting for
Income Taxes, (“SFAS 109”). Under this method, deferred tax liabilities and assets are recognized for the expected
future tax consequences of differences between the carrying amounts and the tax bases of assets and liabilities.

Comprehensive Loss

eGain reports comprehenswe loss and its components in accordance with SFAS No.' 130, Reporting =
Comprehensive Income, (*SFAS 130”). Under SFAS 130, comprehensive income includes-all changes in equity -

during a period except those resulting from investments by or distributions to owners. Total comprehensive loss
for each of the three 'years ended June 30, is shown in the statement of stockholders’ equity (deficit).
Accumnulated other comprehensive loss presented in the accompanying consolidated balance sheets at June 30,
2006 and 2005 consxst solely of accumulated foreign currency translation adjustments. o

Net Loss Per Common Share

Basic net loss per: common share is computed using the weighted-average number of shares of common-

stock outstanding.

The following table represents the calculatton of basnc and dlluted net loss per common share (in thousands,
except per share data)

Year ended June 30,
Net loss applicablle to common stoc'kholders ..................... $(1,059) $(4,574) .$(12,278)
Werghted average common shares used in computing basic and diluted” "~ ¢+ % - 0 .
' net loss per common share ....... e e - 15308 9,731~ "3,688
Basic and diluted net loss per common share ..................... $ (007) $ 047y § (3.33) .

Qutstanding options and warrarits to purchase 2,326,300, 2,410,827 and 1,210,660 shares of common stock at
June 30, 2006, 2005, and 2004, respectively, and convertible preferred stock convertible' into 2,015,868 shares of
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common stock at June 30, 2004, were not included in the computation of diluted net loss per common share for ihe
periods presented as a result of their anti-dilutive effect. Such securities could have a dilutive effect in future periods.

Segment Information

We operate in one segment, the development, license, implementation and support of our customer service
infrastructure software solutions. Operating segments are identified as components of an enterprise for which discrete
financial information is available and regularly reviewed by the company’s chief operating decision-maker to mike
decisions about resources to be allocated to the segment and assess its performance. Our chief operating decision-
makers, as defined under SFAS No. 131, Disclosures about Segments of an Enterprise and Related Information,
(“SFAS 131 are our executive management team. Our chief operating decision-maker reviews financial
information presented on a consolidated basis for purposes of making operating decisions and assessing financial
performance. Information relating to our geographic areas for the fiscal years ended June 30, 2006, 2005 and 200 is
as follows (in thousands): .

Opéraﬂng
Total Earning  ldentifiable
Revenues (Loss) Assets
Year ended June 30, 2006:
North AMETICA ...ttt ittt ir it et eaei e ianeas $10,957 $(1,065) §$ 6,744
A v 11,036 .- 2,684 3,736
' AsiaPacific . . .. ... e .. 571 (1,524 745
' ' $22,564 % 95 - $11,225
Year ended June 30, 2005: _
NOMh AITIEICA ..ottt ii ittt it et eeraraeaeienens $100446 $ 742 $6,081 i -
~Europe........ e e e e e i e e e e - . 9476 1,308 - 4,292
Asia Pacific........ e e e e . 506 (1,838) 651
' _ ' ' T $20,428 § 212 $11,024
Year ended June 30, 2004: ) '
North America ............ P et $10,170  $(3,545) § 6,499
BUrope . ... .oovr e PR " 8,750 1,012 2,812
AsiaPacific.......... R TR TR RN 683 (1,871) 970

$19,603 $(4,404) $10,281

The following table provides the revenue for the fiscal years 2006, 2005 and 2004:

June 30,
2006 2008 2004
Revenue: )
License ......... e e e $ 5967 3% 5960 % 4,058
"Hosting Services ...\ ...t ... " 3,658 -3,502 3,139
Maint. and supportservices . ....... ... .. i 8,431 7957 8,233
Professional services ........ ... ... ... ... i iiiee, 4,508 3,009 4,173

o - ) . $22,564 $20,428 $19,603

For the twelve months ended June 30, 2006, 2005 and 2004 there were no customers that accounted for
more than 10% of total revenue. : . : o
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New Accountmg Pronouncements ‘ : - T Co

In July 2006 the Financial Aeeountmg Standard Board (“FASB”) 1ssued FASB Interpretanon No. 48, -

Accountmg for Income Tax Uncertainties, (“FIN, 48™). FIN 48 defines the threshold for recognizing the benefits of
tax return positions in the financial statements as “more-likely- -than-not” to be sustamed by the taxing authorlty The
recently lssued literature also provides guidance on the derecognition, measurement and classnﬁcauon of income tax
uncertaintjes, along with any related interest and penalties. FIN 48 also includes gu:dance concerning accounting for

income tax’ uneertamues in interim periods and increases the level of dlsclosures associated with any recorded ‘

income tax uncertainties. FIN 48 is effective for fiscal years begmnmg after December 15, 2006. The differences

between the amounts recognized in the statements of financial position prior to the adoption of FIN 48 and the '

‘amounts reported after acloptlon w1ll be accounted for as a cumulative-effect adjustment recorded to the beginning

balance of retained eamings. We are currently assessing the potential impact of FIN 43 on its consolidated ﬁnanela] '

posmon and results of operations. . ‘ \ .

In May 2005, the FASB issued SFAS No. 154, Accounting Changes and Error Correcnons (“SFAS 1547).
This new standard replaces Accountmg Prmc:ples Board (“APB”) No. 20, Accounting Changes in Interim Financial
Statements, (“APB 20™) and SFAS No. 3, Reporting Accountmg Changes in Interim Financial Statements, (“SFAS
3”) and represents another step in the FASB’s goal to converge its standards with those issued by the International
Accounting Standards Board (“IASB™). Among other changes, SFAS 154 requires retrospective appllcanon to pnor
period financial statements of a voluntary change in accounting principle uhless it is impracticable. SFAS 154 also
provndes that (1) a change in method of depreciating or amortizing a long-hved non-financial asset be accounted for
as a change in estimate (prospectively)-that was effected by a change in accounting prmcrple and (2) correction of
errors in previously issued financial statements should be termed a “restatement.” The new standard is effective for
accounting changes and correction of efrors made in fiscal years beginning after December 15, 2005. Early adoption
of this standard is pérmitted for accounting changes and correction of errors made in fiscal years beginning after

June 1; 2005 We do not expect the adoptlon of SFAS 154-to havé a material effect on our consolldated financial -

statements ! ' . ;

2. PROPERTY AND EQUIPMENT

. Property and equrpment consists of the followmg : B . i

_ June 30,
JComputersandequipr_nent-.....,.. ...... Y SO ... $1,589 $1.115
. Fumniture and fixtures . .. ... e SUUUUUIT S e e - 110
Leaschold improvements . ... .........coovviian. e e e bere e e aas 69 208
TOWL .ottt et e e 1,717 1,433
Accumulated depreciation and amortization . ........... N . (548) (692)
Property and equipment, net ............. .ottt $I 169 $ 741

' ' - _—

T . . e - P . ' - P

Deﬁrema‘tlon expen'se was $413,000, $326,000 and'$1.1 million for the years ended June 30, 2006, 2005 and .

2004, respectively. Dlsposal of ﬁxed assets was $78,000, $100,000 and $681,000 at June 30, 2006, 2005 and
2004 respectively. The total of fully deprecrated assets as of June 30 2006 was 20 7 rmllron ; '

3. RELATED PARTY NOTES PAY_AB_LE.

During fiscal year 2003, we entered into a note and warrant purchase agreement with Ashutosh Roy; our Chief -

‘Executive Officer, pursuant to which Mr. Roy made loans to us ‘evidenced by one or more subordinated secured
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promissory notes and received warrants to purchase shares of our common stock in connection with each of such -
loans. The five year subordinated secured promissory note bears interest at an effective annual rate of 12% due aad

payable upon the term of such note. We have the option to prepay each note at any time subject to the prepayment
penalties set forth in such note. On December 31, 2002, Mr. Roy loaned to us $2 0 million undef the agreement a1d
received warrants that allow him to purchase up to 236,742 shares at an exercise price equal to $2.11 per sha'e.
These warrants expired in December 2005. In connection with this loan, we recorded $1.83 million, in related paity
notes payable and $173,000 of discount on the note related to the relative value of the warrants lssued in the
transaction that will be amortized to interest expense over the five year life of the ‘note. The fair value of these
warrants was determined using the Black-Scholes valuation method with the following assumptions: an expectzd
life of 3 years, an expected stock price volatility of 75%, a risk free interest rate of 2%, and a dividend yield of 0%.
On October, 31, 2003, we entered into an amendment to the 2002 note and warrant purchase agreement mth
Mr. Roy, pursuant to which he loaned to us an additional $2.0 million and received additional warrants to purchase
up to 128,766 shares at $3.88 per share. In connection with this additional loan we recorded $1.8 million in relat:d
party notes payable and $195,000 of discount on the notes related to the relative value of the warrants issued in the
transaction that will be amortized to interest expense over the five year life of the note. The fair value of these
warrants was determined using the Black-Scholes valuation method with the following assumptions: an expect:d
life of 3 years, an expected stock price volatility of 75%, a risk free interest rate of 2.25%, and a dividend yield of
0%. The principal and interest due on the loans as of June 30, 2006 was $5.5 million. As of June 30, 2006, warrar s
to purchase 128,766 shares of common stock were vested and outstanding. :

"On March 31, 2004, we entered into a note and warrant purchase agreement with Ashutosh Roy, our Chief
Executive Officer, Oak Hill Capital Partners L.P., Oak Hiil Capital Management Partners L.P., and FW
Investors L.P. (the “lenders™) pursuant to which_the lenders loaned to us $2.5 million evidenced by, secur:d
promissory notes.and received warrants to purchase shares of our common stock in connection with such loan.
The sécured promissory notes have a term of five years and bear interest at an effective annual rate of 12% dje
and payable upon the maturity of such notes. We have the option to prepay the notes at any time subject to ﬂle
prepayment penalties set forth in such notes. The warrants allow the lenders to purchase up to 312,500 shares at
an exercise price of $2.00. The warrants become exercisable as to fifty percent (50%) of the warrant shares nine
months after issuance of the warrants and as to one hundred percent (100%) of the warrant shares on the first
anniversary of the issuance of the warrants. We recorded $2.28 million in related party notes payable and
$223,000 of discount on the notes related to the relative value of the warrants issued in the transaction that will
be amortized to interest expense over the five year life of the notes. The fair value of these warrants was
determined using the Black-Scholes valuation method with the following assumptions: an expected life of 3
years, an expected stock price volatility of 75%, a risk free interest rate of 1.93%, and a dividend yield of 0%,
The principal and interest due on the loans as of June 30, 2006 was $3.1 million. As of June 30, 2006, warrants to
purchase 312,500 shares of common stock were vested and outstanding.

4. BANK BORROWINGS )

On October 29, 2004, we entered into a new loan and security agreement (the “Credlt Facility”) with Silicon
Valley Bank (“SVB”) which replaced the existing accounts receivable purchase agreement. The Credit Facilily
provided for the advance of up to the lesser of $1.5 million or 80% of certain qualified recejvables. The Creclit
Facility bears interest at a rate of prime plus 2.5% per annum, provided that if we maintain an adjusted quick

- ratio of greater than 2.00 to 1.00, then the rate will be reduced to a rate of prime plus 1.75%. In addition, the
Credit Facility carries a $750 per month collateral monitoring fee. There are financial covenants under this
agreement that require us to meet certain minimum rolling three-month operating losses during the term of the
Credit Facility. As of June 30, 2006 we were not in compliance with one of the financial covenants, but receivid
a waiver of default from SVB for this non compliance, On December 28, 2004, we entered into an amendment 0
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the Credit Facility that revised the terms to allow for the advance of up to the lesser of $1.5 million or the sum of
80% of certain qualified receivables and 50% of our unrestricted cash on deposit with SVB less the total
outstanding obligations to SVB and any outstanding letters of credit. As of June 30, 2006 and 2005, the
outstanding balance under the Credit Facility was $1.5 million, and the interest rate was 10.75% and 8.0%,
respectively. On March 29, 2005, we entered into a further amendment to the Credit Facility that revised the
terms to allow for the advance of up to an additional $750,000 to be used to finance equipment purchases (the
“Equipment Line™). Interest accrues from the date of each advance, under the Equipment Line, at a rate of prime
plus 3% per annum. Each advance under the Equipment Line must be repatd in 24 equal monthly payments of
principal and interest, commencing on the first day of the first month following the date the advance is made, and
continuing on the first day of each succeeding month. On January 27, 2006.we entered into an extension of our
Credit Facility with SVB. The amendment extended the termination date to July 28, 2006 and 'the advance level
under the Equipment Line was modified not to exceed $124,165, plus the unpaid principal balance of the
Equipment Advances outstanding as of January 25, 2006. On July 28, 2006 we entered into an extension of our
Credit Facility with SVB to extend the termination date to October 2, 2006. As of June 30, 2006, we had made
six advances under the Equipment Line and there is no available balance. The amount outstanding under the
Equipment Line as of June 30, 2006 and 2005 was $273,600 with a weighted average interest rate of 10.07% and
$154,498 with a weighted average interest rate of 8.83%, respectively.

v

5. INCOME TAXES

Net loss before income taxes consisted of the following (in thousands):

' o © June3o,

B _ 2006 . 2005 2004
United SERLES .. ..ottt e $(3,230) $(381) $(5,248)
FOTBIEN ..ot eeettt et e e e e e 2,171 (461) _ 354

£ 0 S . $(1,059) $(842) $(4,894)

The following table reconciles the federal statutory tax rate to the effective tax rate of the provision for
income taxes:

June 30,

‘ . 2006 2005 2004
Federal statutory inCOMe X TALe . .. ..........oovreaeeniianns . 340% 340% 34.0%
CUITERE SEALE LAXES . . o e v v et e v aee s ee oot reseneerinanens .. . 3.0 03 (03
FOreI N taXeS .. .. i e e 13.0 - —
Permanent Il IMS . . .. .. .. . ittt et e 2.8) (12.8) (0.2)
Otheritems ........... B P, o 0.5 — (4.4)
Net change in valuation allowance ....... e (33.4) (209 (29.1)
Effective taX rate .. ... it ittt ittt et e 14.3% 0% 0%

We recorded a provision for foreign and state income taxes of $146,000 in fiscal year 2006. Due to
operating losses and the inability to recognize the benefits therefrom, there was no provision for income taxes for
the years ended June 30, 2005 and 2004.

As of June 30, 2006, we had a federal net operating loss carryforward of approximately $200 million which
will expire at various dates beginning in 2007 through 2026, if not utilized. Partial amounts of the net operating
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loss are generated from the exercise of options and the tax benefit would be credited directly to stockholder’s

equity. We also had federal research and development credit carryforwards of approximately $2 million as of
June 30, 2006 which will expire at various dates beginning in 2007 through 2026, if not utilized. BT

kS

Uuhzanon of the net operating losses and credits may be subject to a substantial hrmtatmn due to-the

“change in ownership” provisions of the Internal Revenue Code of 1986 and similar state provisions. The annral

limitation may result in the expiration of net operating losses and crednts before utilization. . e

Deferred tax assets and llabllmes reflect the net tax effects of net operating loss and credit carryforwards

and of temporary differences-between the carrying amounts of assets and liabilities for financial reporting and the

amounts used for income tax purposes. Significant components of ‘our deferred tax assets and liabilities for

federal and state income taxes are as-follows (in thousands): ' S
June 30, .
2006 005
Deferred tax assets : i : _
Net operating loss can’yforwards .................................. - $ 68,800 $ 70,500
Research credits .. ... et e e e e 3,800 3,700
Capitalized research and development . ............................. 600 1,500
Other individual immaterial items . ........... ... i iiiirarnrnas - 600 1,600
Total deferred tax assets . ... .. U e 73,800 77,300
Valuation allowance fordeferred tax assets . ..............oiiuiniinrnnnnn. $(73,800) $(75,300)
Subtotal .. ... e — 2,000 -
Deferred tax liabilities: : '
~ Otherintangibles . ... ...... .. . i 3 — % (2,000 .
CNet Deferred Tax ASSELS « .« oo vv vt vee et e e e e e aa et viaanens $} — 5 —
[Ty = S A $ 600 $ 200
Non-Current,.........ccovceviienn. e e e e 73,200 75,100
Total valuation alloWanmce .. . oo ot e ettt et e e et e e e e e $ 73,800 3% 75,300

" FASB 109 provides for the recognition of deferred tax assets if realization of such assets is more likely than
not. Based upon the weight of available evidence, which includes our historical operating performance and the
reported cumulative net losses in all prior years, we have provided a full valuation allowance against our net
deferred tax assets.

The net valuation allowance decreased by $1.5 million and $500,000 in fiscal years ended 2006 and 2005,
respecuvely compared to the increase of $2.9 million during the fiscal year ended 2004. - R
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6. LEASE COMMITMENTS e

We lease our facilities under noncancelable operating leases that expire on various'dates through fiscal year
2011, Rent expense for facilities under operating leases was $962,000, $1.1 million and $1.3 million for the fiscal
years ended June 30, 2006, 2005 and 2004, respectively. In addition, we generated sublease rental income of
$14,000, $81,000 and $162,000 for the fiscal years 2006, 2005 and 2004 respectlvely A summary of future
minimum lease payments is as follows (in thousands): : _ '

Operating

Fiscal Year Lenases
710 7 $ 576
. - S P 577
B0 . b L. 418
1) 11 N S AEEE 171
. 1) | R : ; 171
Thereafter .. ... ... ... . iiiiiiii i 171
Total minimum lease Payments . ...........0 . ccciiiiiivaasnareaioneaimien i $2,084

7. EMPLOYEE BENEFIT PLANS - : - !

We sponsor an employée savings and retlrement plan (the “401(k) Plan™) as allowed under Sectmn 401(k)

of the Internal Revenue Code. The 401(k) Plan is available to all domestic employeés who meet n'ummum age
and service requirements, and provides employees with tax deferred salary deductions and altematwe investment

options. Employees may contribute up to 60% of their salary, subject to certain llmltatlons eGam at the

discretion of its Board of Dn'ectors may make eonmbutlons to the 401 ), Plan We have not contnbuted to the
401(k) Plan since 1ts mcepuon

v

8. STOCKHOLDERS' EQUITY | | _ |
Convertible Preferred Stock ~ * . : "

On August 8, 2000, we issued 35.11 shares of non-voting Series A:Cumulative Convertible Preferred Stock ‘

(“Series A™), $100,000 stated value per share, and 849.89 shares of non-voting Series B Cumulative Convertible

Preferred Stock (“Series B™),. $100,000 stated value per share.in a private placement to certain investors. The

Series B shares automatically converted into Series A shares upon stockholder approval on November 20, 2000
at the annual stockholders meeting. In addition, the investors received warrants to purchase approximately

382,600 shares of our common stock .(the “Warrants”).' Thése warrants. expired in August 2005. The total .
proceeds of the offering were $88.5 million. Accrued dividends, representing the increase in liquidation value at |
the rate of 6.75% per annum, were charged against additional ‘paid-in capital and are included in net loss

applicable to common stockholders. For the fiscal years ended June 30, 2005 and 2004 accrued dividends were
$3.7 million and $7 4 nulhon respectwely )

Holders of a majority of the outstanding common stock of éGain approved a proposal to amend the company’s
certificate -of incorporation resulting in the conversion of all ‘of the outstanding shares of 6.75% Series A into
approximately 11.6 million shares of common stock at the company’s annual meeting held-on December 15, 2004.

The conversion of all outstanding Series A and accreted dividends into common stock ' was effective on .

December 23, 2004 and each issued and outstanding share of Senes A, along with all accrued dividends thereon
converted into 13,097 shares of Common Stock, .
(I
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Common Stock _ PP C

‘We have reserved shares of common stock for issuance at June 30, 2006 as follows:

4

,StockOptlons : ‘ o B .. o IR . l
" " "Options outstanding . . . . . g T 1,885,034 -
Reserved for future grants'. . . . . e, P B s 356,303
Employee Stock Purchase Plan ......... .. .. ... oo il e 106,488
R -0 11 ... 441,266
' 2,789,091
Common Stock Warrants

As discussed above, we issued 35.11 shares of Series A and 849.89 shares of Series B in a private placement
to certain investors. The Series B shares automatically converted into Series A shares upon stockholder approval
on November 20, 2000 at the annual stockholders meeting. In addition, investors received warrants to purchase
an aggregate of approximately 383,000 shares of our common stock with a current warrant exercise price of
$56.875 per share. These warrants expired in Angust 2005, and were never exercised.

On December 24, 2002, we entered into a note and warrant purchase.agreement: with Ashutosh Roy, the
Company’s Chief Executive Officer, pursuant to which Mr. Roy made loans to us evidenced by one or more
subordinated secured promissory notes and received warrants to purchasc 236,742 shares of the our common
stock at an exercise price equal to $2.11 per share in connection with such loans. The fair value of these warrants
was determmed using the Black- Scholes valuation method with the following assumptions: an expected tife of
3 years, an expected stock price volatility, of 75%, a risk free interest rate of 2%, and a dividend yield of 0%. We
recorded $1.83 million in related party notes payable and $173,000 of discount on the notes related to the value
of the warrants issued in the transaction that will be amortized to interest expense ratably over the five year life
of the note with conformed charges. These warrants expired in August 2005, and were never exercised.

On October 31, 2003, we entered into an amendment to the 2002 purchase agreement with Mr. Roy in which
he received additional warrants to purchase 128,766 shares of our common stock at an exercise price equal to $3.6:8
per _share. The fair value of these warrants was- determined vsing the Black-Scholes valuation method with tlie
following assumptions: an expected life of 3 years, an expected stock price volatility of 75%, a risk free interest rale
of 2.25%, and a dividend yield of 0%. We, recorded $1.8 million in related party notes payable and $195,000 of
discount on the notes related to the value of the warrants issued in the transaction that will be amortized to interest
expense ratably over the five year life of the note with conformed charges. Warrants to purchase 128,766 shares uf
our common stock remain outstandmg as of June 30, 2006 which were issued in connection with this loan.

o ‘e

) On March 31 2004 we cntered mto a note and warrant purchase agreement w1th Ashutosh Roy, our Chu f
Executlve Officer, Oak Hill 'Capltal Partners L.P., Oak Hill Capital Management Partners L.P., and FW
Investors L.P. (the “lenders”) pursuant to which the lenders loaned to us $2.5 million evidenced by secured
promissory notes and received warrants to purchase 312,500 shares of our common stock at an exercise price
equal to $2.00 per share in connection with such loan. The fair value of these warrants was determined using the
Black-Scholes valuation method with the following assumptions: an expected life of 3 years, an expected stock
price volatility of 75%, a risk free mtere_st rate of 1.93%, and a dividend yield of 0%. We recorded $2.28 million
in related party notes payable and $223,000 of discount on the notes related to the relative value of the warran's
issued in the transaction that will be amortized to interest expense over the five year life of the notes. Warrants 10
purchase 312,500 shares of our common stock remain outstanding as of June 30, 2006 which were issued in
connection with this loan. .
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Activity is summarized as follows:

Weighted
Warrants Average
) . Qutstanding Exercise Price
Warrants outstanding asof June 30,2003 .................. ... ... e 619,374 3595
Warrants issued per Ameiidment to Note & Warrant Agreement with Ashutosh _

ROY ottt i e e e e e e e 128,766 3.88
Warrants issued per Note & Warrant Agreement with the lenders ............. 312,500 2.00
Warrants outstanding as of June 30,2004 ............ ... il 1,060,640 . 22.05
Warrants outstanding as of June 30,2005 ......... ... ... it 1,060,640 22.05
Expiration of warrants assumed at August 2000 ................. .. ... ..., (382,632) 56.88
Expiration of warrants assumed at December 2002 ........................ (236,742) 2.11

Warrants outstanding as of June 30,2006 ... ... .......iiiii s - 441,266 2.55

1999 Employee Stock Purchase Plan o

The 1999 Employee Stock Purchase Plan (the “ESPP™), was terminated in May 2005 with a ﬁnal issuance
of 3,632 shares of our common stock in 2006. During the years ended June 30, 2006 2005 and 2004, there were
3,632, 1,867 and 12,561 shares issued under the ESPP, respectively.

Tender Offer

In May 2001, we announced a voluntary stock option exchange program for our employees. Under the
program, our employees were given the opportunity, if they chose, to cancel certain outstanding stock options
previously granted to them with an exercise price equal to or greater than $40.00 in exchange for an equal
number of replacement options to be granted at a future date, at least six months and one day from the
cancellation date, which was August 10, 2001. Those employees electing to participate in the exchange program
were required to exchange all options granted to such employees during the six-month period prior to the
cancellation date. Under the exchange program, options for 101,400 shares of our common stock were tendered
and cancelled and options to purchase 87,800 shares were issued as replacement grants on February 11, 2002 at a
price of $14 30. These options vest over 3 years and expire no later than 10 years from the date of grant. There
were 1,400 untendered options associated with the exchange program that are subject to variable accounting.
There was no compensation expense associated with these options recorded during fiscal 2006, 2005 and 2004.

2005 Management Stock Optlon Plan

In May 2005, the board of directors adoplcd the 2005 Management Stock Option Plan (the “3005 Management
Plan”), which provides for the grant of nonstatutory stock options to directors, ofﬁcers and key employees of eGain
and its subsidiaries. Options under the 2005 Management '‘Plan are granted at a price not less than 100% of the fair
market value of the common stock on the date of grant. Shares of restricted stock granted under the 2005 .
Management Plan are subject to eGain’s right of repurchase, whose right shall lapse with respect to one-forty-eighth
(1/48%) of the shares granted to a director or officer for each month of continuous service provided by such director
or officer to eGain. The options granted under this plan are exercisable for five (5) years from the date of grant.
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The following table represents the activity under the 2005 Management Plan:

Shares Weigh ed
Available Options Average
for Grant Onutstanding Prio:
Balance at June 30,2004 ............... P S — —  $—
Shares authorized for issuance ......... e e 962,400 — $—
Options Granted ......... ...ttt . (962,400) 962,400 - $0.64
Balance at June 30, 2005 .. ottt e e e — - 962,400 $0.64
Options Exercised . ... e e — (3,750)  $0.64
Options Forfeited ....................... e e 50,850  (50,850) $0.64
Balance at June 30,2006 ................... P " 50,850 907,800  $0.64
2005 Stock Incentive Plan

in March 2005 the board of directors adopted the 2005 Stock Incentive Plan (the 2005 Incentive Plan’),
which provides for the grant of stock options to eGain’s employees, officers, directors and consultants. Options
granted under the 2005 Incentive Plan are either incentive stock options or nonstatutory stock options. Incentive
stock options may be granted to employees with exercise prices of no less than the fair value of the common
stock on the date of grant. The options generally vest ratably over a period of four years and expire no later than
ten (10) years from the date of grant. eGain received stockholder approval of the 2005 Incentive Plan at its 205
Annual Meeting of Stockholders.

The following table represents the activity under the 2005 Stock Incentive Plan:

_ Shares wéiglned
Available Options - Averaze
. for Grant  Outsianding Price;

Balance at June 30, 2008 . v oo v v oo e T §—

Shares authorized for issuance ... .......... ..., e e P 460,000 — $
Balance at June 30,2005 .. ... ...\ \teirieiii e Sl ... 460,000 Y

Options Granted ............ e ... .(199250) 199250  $0.99
Balance at June 30,2006 ........ e e .. 260,750 199,250 wg
2000 Stock Plan

In July 2000, the board of directors adopted the 2000 Non-Management Stock Option Plan (the “2000
Plan”), which provides for the grant of nonstatutory stock options to employees, advisors and consultants of
eGain. Options under the 2000 Plan are granted at a price not less than 85% of the fair market value of the
common stock on the date of grant. eGain’s board of directors determines the fair market value (as defined in tae
2000 'Plan) of the common stock, date of grant and vesting schedules of the options granted The opuons
- generally vcst ratably over 4 years and expire no later than 10 years from the date of gram

62




eGAIN COMMUNICATIONS CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

The following table represents the activity under the 2000 Plan:

Shares Weigh.ted '
Available Options Avernge
for Grant Outstanding Price

Balance atJune 30,2003 . ... .. i e e 116,315 82,554 $46.33
Options Granted . ...ttt e (60,245y 60,245 $ 3.19
Options Exercised . ...........ooinni i, — (253) $ 160
Options Forfeited .. .............. ...t [ - 24833 (24,833) $47.55

Balance at June 30, 2004 . .. ... e 80,903 117,713 $24.10
OptionsGranted . ...............c..ooiiiviarrriinnns S e (86,300) 86800 3 0.64
Options Exercised ...... e e e .. — b — $ —
Options Forfeited ........ ... ... ... i 17,806  (17,806) $32.58 .

Balance at June 30,2005 ............. R, [ L... 11,909 186,707 $12.38
OptionsGranted . .............. it N {34,035) 34,035 $ 1.06
Options EXercised .. ........uuereniimnn i — (769 $ 0.64
Options Forfeited ....................... e .. 64,965 (64965) $ 8.38

Balance at June 30,2006 .. .. ..o\ttt e 42,839 155008  $11.63

1998 Stock Plan ‘

In June 1998, the board of directors adopted the 1998 Stock Plan (the “1998 Plan™), which provides for
grant of stock options to eligible partwlpants Options granted under the 1998 Plan are either incentive stock -
options or nonstatutory stock options. Incentive stock options may be granted to employees with exercise prices
of no less than the fair value ‘of the common stock and nonstatutory options may be granted to eligible
participants at exercise prices of no less than 85% of the fair value of the common stock on the date of grant.
eGain’s board of directors determines the fair market value (as defined in the 1998 Plan) of the common stock,
date of grant and vesting schedules of the options granted. The options generally vest ratably over a period of
four years and expire no later than 10 years from the date of grant Opuons are generally exercisable upon grant,
Sl.lbjec[ to rcpurchase nghts by eGain until vested.

The followmg table represents the activity under the 1998 Plan

Shares . Weighted
Available Options Average
for Grant OQutstanding Price

Balance at June 30, 2003 ... e e 300,764 334,294  $20.26
Options granted . ... ... r i (124,550) 124,550 $ 2.84
Options exercised ... ... ... — (14,396) $ 3.39
Options forfeited .. .......... ... i 110,064 (110,064) $17.53

Balance atJune 30, 2004 . ... .. i i e e 286,278 334384 $15.40
Options granted . .. ....uvtv i e (305,800) 305,800 $ 0.67
Options forfeited . ............ .. . . i 65,698 (65,698) $18.99

Balance at June 30, 2005 ... ..ottt 46,176 574,486 § 7.15
Options granted . . ................v... e (128,200) 128200 § 122
Options exercised . .........oinineien ittt — 4,314) % 0.67
Options forfeited . ... ...ttt 83,888 (83,888) $ 6.86

Balance at June 30, 20006 . ... ittt e e 1,864 614,484 % 6.00
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In connection with earlier acquisitions, eGain assumed options to purchase 5,000 and 161,000 shares of

common stock, of which none and 8,492, respectively, were outstanding as of June 30, 2006 at a weighied
average price of $57.72. .

The following table summarizes information about stock options outstanding and exercisable as of June 30,
2006;

- Options Qutstanding Options Exercisable
* Weighted o ’
. Average Weighted Weighted .
Range of Remaining Average  Aggregate Average  Aggregate
Exerclse Contractual  Exercise Intrinsic Exercise Intrinsic .
Prices Number Life Price Value Number Price Value |
$0.64-$0.64 1,217,007 8.91 $ 064 3803245 420,178 § 0.64 $277.317 .
$0.71-$0.76 . 133,600 9.43 0.76 72,144 0 000 . — .
$0.77-$1.40 110,717 9.47 1.11 21,036 10,091 1.07 2,321
$1.41-%1.50 97,555 9.89 1.45 _ .50 1.45 —_ .
$1.51-%2.40 . 120,329 7.33 204 — 83,395 2.0t —
$2.41-%14.20 103,985 6.34 5.15 —_ 85,336 5.50 —_
$14.21-$88.13 98.657 472 43.58 — 08,657 431.58 —
$88.14-3408.13 3,184 3.73 166.74 — 3,184 166.74 —

$0.64-$408.13 1,885,034 8.56 $3.5844 $896,425 700,891 $ 8.20 $279,638 -

The’ aggregate intrinsic value in thc precedmg table represents the tota.l intrinsic value based on’ stock
opnons with a weighted average . exercise price less than the Company’s closing stock price of $1.30 as of
June 30, 2006, that would have been received by the option holders, had they exercised their options on June 10,
2006. The total intrinsic value of stock options exercised during fiscal year 2006 was $8,911.

. . . N .

Stock-Based Compensatlon

We adopted Statement SFAS 123R effective July 1, 2005. SFAS 123R requires the recognition of the f;ir
value of stock compensation in net income. We recognize the stock compensation expense over the requisite
service period of the individual grantees, - which. generally. equals. the vesting period.- All of our stock .
compensation is accounted for as an equity instrument. Prior to July 1, 2005, we followed APB No. 25,
Accounting for Stock Issued to Employees, (“APB 25”) and related interpretations in accounting for our stock
compensation. '
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We have elected the modified prospective transition method for adopting SFAS 123R. Under this method,
the provisions of SFAS -123R apply to all awards granted or modified after the date of adoption. We had no .
unearned stock' compensation liability recorded on our balance sheet as of June 30, 2005.. In addition, the
unrecognized expense of awards not yet vested at the date of adoption shall be recognized in net income in the
periods after the date of adoption using the same valuation method (i.e. Black-Scholes) and assumptions
determined under the original provisions of SFAS 123 as disclosed in our previous filings. As a result of our
adoption of SFAS 123R, we recognized $262,000 in stock compensation expense on our unaudited condensed
consolidated statement of operations for the fiscal year ended June 30 2006 The table below summarizes the -
effect of adoption of SFAS 123R. . : : i -

! Year ended

Non-cash stock-based compensation €XPense . ...... ...t irrrennnrenerranaaasen L $(262)
" Income tax Bemefit . .. ... e I, —
_Net income effect of adoption ....... PO S U P g $(262)

Net effect earnings per sharc (basic and diluted) of adopnon ............................ . $(0.02)

We utilized the. Black-Scholes valuation model for estimating the fair value of the stock compensation
granted after the adoption of SFAS 123R. During the fiscal year ended June 30, 2006, there were 354,803 options
granted. All shares of our common stock issued pursuant to the company’s stock option plans are only issued out -
of an’ authorized reserve of shares of common stock which were previously registered on Form S-8. The
weighted-average fair value of the options granted under our stock option plans for the fiscal year cndcd June 30,
2006 was $0.85 using the following assumptions:

Year ended
: : June 30, 2006
Dividendyield ...................... e e T —
Expected volatility ...... ..o oiiii i e e . 92% .
Average risk-free interestrate ...t feeeees cirmeee e, - 463%
Expected life (inyears) .............. ... iheiinn e e ... . 630

The,dividend yield of zero is based on the fact that we have never paid cash dividends and have no present
intention to pay cash dividends. We determined the .appropriate measure of expected volatility by reviewing -
historic volatility in the share price of our common stock, The risk-free interest rate is derived from the average
U.S. Treasury Strips rate with maturities appro:umatmg the cxpected lives of the awards during the period, which
approximate the rate in effect at the time of grant. P

dn. developl_ng pur estlrmate of expe_cted life; we determined .that our .historical share 'option exercise -
experience does not provide a reasonable basis upon which to estimate expected life. In addition, estimating life
based on the expected terms of options granted by other, similar companies with similarly structured awards was
considered but data was not readily available to arrive at reliable estimates. We therefore used the technique
commonly referred to as the “SEC Shortcut Approach.” In Staff Accounting Bulletin (“SAB”) No. 107, Share-
Based Payment, (“SAB 107"} the SEC staff described a temporary “shortcut approach” to developing the
estimate of the expected life of a “plain vanilla” employee stock option. Under this approach, the expected life
would be presumed to be the mid-point between the vesting date and the end of the contractual term. The
shortcut approach is not permitted for options granted, modified or settled after December 31, 2007.

65




¢GAIN COMMUNICATIONS CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Based on our historical experience of option pre-vesting cancellations, we have assumed an annualized 14%
forfeiture rate for our options. Under the true-up provisions of SFAS 123R, we will record additional expenst: if
the actual forfeiture rate is lower than we estimated, and will record a recovery -of_prior expense if the actaal
forfeiture is hlgher than we estimated. . . . . . . s

. N - . . ; - o - R It

- SFAS 123R requires us to present pro forma information for the comparative periods prior to the adoption
as if we had accounted for all our employee stock options under the fair value method of the original SFAS 123,
The following table illustrates the effect on net income and earnings per.share if we had applied the fair-vaiue
recognition provisions of SFAS 123 to stock-based employee compensation to the prior-year periods (dollars: in
thousands, except per-share data).

Year ended Yearendd
June 30, 2005  June 30, 2004

Net loss as reported .. ....... R [T 4,574) . (12.278)

. Add: employee stock compensation included in reported netloss ...... sees - =
" Less: employee stock compensation under SFASNo. 123 ................. L (86) T (588)
Pro foImMa R LSSt vttt i e e (4,660) - - (12,861
Net loss per basic and diluted share as reported ...... e e {047 (3.3
Proformanetlossperbasncanddllutedshare....;._................‘.....-.._... (048)- .. (3.449)

Durmg the fiscal year ended June 30 2005 and 2004, there were approx1mately 1,355,000 and 185, 000
options granted, respectively. The weighted-average fair value of options granted under our stock option plins
for the fiscal years ended June 30, 2005 and 2004 was $0.33 and $l .54, respectnvely using the following
assumptions:

e Options ESPP
- S : 2005 2004 2005 2004/
Dividend yield .................... e e — e — - _
" Expected volatility ................:..5. ... e 5% 5%  '100%  100%
Average risk-free interestrate ................... Tt 373% 297% 2.56% 1.36%
Expected life (years} ....................... T, R 3.50 3.50 0.50 0.50

We accountfor stock-based ‘compensation under SFAS 123R for the period after its. adoption, and in
accordance with APB 25, using the intrinsic value method ‘(pro fofma disclosure) -for the period prior to the
adoption of SFAS 123R!. Total compensation cost of all options granted but not yet vested as of June 30, 2006
was $330,000 which is expected to be recognized over the weighted average period of 2.8 years. Effective July 1,
2005, we adopted FAS 123(R), “Share-Based Payments,” and used the modified prospective method to value cur
share-based payments. Accordingly, for the fiscal year ended June 30, 2006, stock-based compensation was
accounted under FAS 123(R) while for the fiscal year ended June 30, 2005 and 2004, stock-based compensation
was accounted under APB 25. During the fiscal year ended June 30; 2006 8, 833 opuons were exercised. There is
no tax beneﬁt related to these opnons cxermsed e . "

'
T

9." COMMITMENTS. . . . . SN . s

' 'We generally warrant that the program portion of our software will perform substantially in accordance with
certain specifications for a period upto 180 days. Our liability for a breach of this warranty is either a retum of
the license fee or providing a fix, patch, work-around or replacement of the software.
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We also provide standard warranties against and’ indemnification for the potential mfnngement of third -
party intellectual property rights to our customers relating to the use of our prodiicts, as well as indemnification -
agreements with certain officers and employees under which we may be required to indemnify-such persons for
liabilities arising out of their duties to us. The terms of such obllgatmns va:y Generally, the maximuim obllga[wn
is the amount pérmitted by law. - . 5
. . _ Tt

Historically, costs related to these warranties have not been significant, however we cannot guarantee that a -*

warranty reserve will not become necessary in the future.

We have also agreed to indemnify our directors and executive officers for costs associated with any fees, '
expenses, judgments, fines and settlement amounts incurred by any of these persons in any action or proceeding to
which any of those persons is, or is threatened to be, made a party by reason of the person’s service as a director or .
officer, including any action by the company, arising out of that person’s services as the company’s director or
officer or that person’s services provided to any other company or enterprise at the company's request.

10. LITIGATION

Beginning on October 25, 2001, a number of securities class action complaints were filed against us, and
certain of our then officers and directors and underwriters connected with our initial public offering of common
stock in the U.S. District Court for the Southern District of New York (consolidated into In re Initial Public
Offering Sec. Litig.). The complaints alleged generally that the prospectus under which such securities were sold
contained false and misleading statements with respect to discounts and excess commissions received by the
underwriters as well as allegations of “laddering” whereby underwriters required their customers to purchase
additional shares in the aftermarket in exchange for an allocation of IPO shares. The complaints sought an
unspecified amount in damages on behalf of persons who purchased the common stock between September 23,
1999 and December 6, 2000. Similar complaints were filed against 55 underwriters and more than 300 other
companies and other individuals. The over 1,000 complaints were consolidated into a single action. We reached
an agreement with the plaintiffs to resolve the cases as to our liability and that of our officers and directors. The
settlement involved no monetary payment or other consideration by us or our officers and directors and no
admission of liability. On August 31, 2005, the court issued an order preliminarily approving the settlement and
setting a public hearing on its faimess for April 24, 2006 (the postponement from January 2006 to April 2006
was because of difficulties in mailing the required notice to class members). On October 27, 2005, the court -
issued an order making some minor changes to the form of notice to be sent to class members. On January 17,
2006, the court issued an order modifying the preliminary settlement approval order to extend the time within
which notice must be given to the class, which time had expired on January 15, 2006. The underwriter defendants
filed further objections to the settlement on March 20, 2006 and asked that the April 24, 2006 final settlement
approval hearing be postponed until after the Second Circuit rules on the underwriters’ appeal from the Court’s
class certification order (which appeal is briefed and awaiting oral argument). On March 29, 2006, the Court
denied the request, stating that it would address the underwriters’ points at the April 24, 2006 hearing. On
April 24, 2006, the Court held a public hearing on the faimess of the proposed settlement. The Court took the
matter under submission and has not yet ruled. We have not accrued any liability or expect the outcome of this
litigation to have a material impact on our financial condition. 1

On February 12, 2004, we filed suit in the Superior Court of the State of California, Santa Clara County
against Insight Enterprises, Inc., the acquirer of Comark, Inc., a value-added reseller of our software, claiming
inter alia breach of contract and failure to pay in connection with a sale of our software to one customer. The
lawsuit seeks in excess of $600,000 in damages.
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With the exception of these matters, we are not a party to any other material pending legal proceedings, nor
is our property the subject of any material pending legal proceeding, except routine legal proceedings arising in
the ordinary course of our business and incidental to our business, none of which are expected to have a material
adverse impact, as taken individually or in the. aggregate, upon our business, financial position or results of
operations. However, even if these claims are not meritorious, the ultimate outcome of any litigation is uncertzin,
and it could divert management’s attention and impact other resources.

11. SUBSEQUENT EVENTS

None.
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ITEMY. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

.
None.

ITEM 9A. CONTROLS AND PROCEDURES

(a) Evaluation of disclosure controls and procedures.- We maintain “disclosure controls and procedures,”
as such term is defined in Rule 13a-15(e) under the Securities Exchange Act of 1934 (the “Exchange Act”), that
are designed to ensure that information required to be disclosed by us in reports that we file or submit under the
Exchange Act is recorded, processed, summarized, and reported within the time periods specified in Securities
and Exchange Commission rules and forms, and ‘that such information is accumulated and comniunicated to our
management, including our Chief Executive Officer and Chief Financial’ Officer, as appropriate, to allow timely
decisions regarding required disclosure. In designing and evaluatmg our disclosure controls and procedures,
management recognized that disclosure controls and procedures, no matter how well conceived and operated, can
provide only reasonable, not absolite, assurance that the objectives of the disclosure controls and procedures are
met. Additionally, in designing disclosure controls and procedures, our management necessarily was required to
apply its judgment in evaluating the cost-benefit relatlonshlp of possible disclosure controls and procedures. The
design of any disclosure control$ and procedures’ also is based in part upon certain assumptions about the
likelihood of future events, ind there can be no assurance that any design w1ll succeed in achJevmg its stated
goals under all potentlal future condlttons .

Based on their evaluanon as of Jurie 30 2006 our Chief Execut]ve Ofﬁcer and Chlef Financial Ofﬁcer have
concluded that, subject to the limitations noted above our disclosure' controls and procedures were effective to
ensure that material information relating to us, mc]udlng our consolidated subsidiaries, was made known to them
by others within those entltles partlcularly during the period in which this Annual Report on Form 10-K was
being prepared , . . A o

(b) Changes in mtemal controls, There were no changes in our internal controls which occurred during
our fourth fiscal quarter of 2006 that have’ matenally affected or are reasonably likely to matenally effect our

mterna] control, . o

ITEM 9B. OTHER INFORMATION

None. ‘ e . .- o “
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PART III

ITEM 10, DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

The information required by this item (with respect to our Directors) is incorporated by reference from the
information under the caption “Election of Directors™ contained in eGain's Proxy Statement to be filed with the
Securities and Exchange Commission in connection with the solicitation of proxies for the Company’s 1006
Annual Meeting of Stockholders (the “Proxy Statement”). :

The fol]owmg table sets forth information regarding eGain’s current executive officers as ef Seﬁtembe:: 22,
2006: : o

Name - = ' A_g'e Position S " - _ o C
AshutoshRoy ........ 40 Chief Executive Officer and Chairman ' L

Eric Smit ............ 44  Chief Financial Officer .

Promod Narang ....... 48 Senior Vice President of Products and Engmeenng .
Thomas Hresko ....... 56  Senior Vice President of Worldwide Sales g

Ashutosh Roy co-founded eGain and has serveq as Chief Executive Officer and a director of eGain since
September 1997 and President since October 2003. From May 1995 through April 1997, Mr. Roy served as
Chairman of WhoWhere? Inc., an Internet-service company co-founded by Mr. Roy. From June 1994 to April
1995, Mr. Roy co-founded Parsec Technologies, a call center company based in New Delhi, India. From August
1988, to August 1992, Mr. Roy worked .as a Software Engineer at Digital Equipment Corp. Mr. Roy holds a B.S.
in Computer Science from the Indian Institute of Technology, New Delhi, a Masters degree in Computer Sci:nce
from Johns Hopkins University and an M.B.A. from Stanford Univessity, . ‘

Eric Smit has served as Chief Financial Officer since August 2002. From April 2001 to July 2002, Mr. mit
served as Vice President, Operations of eGain. From June 1999 to April 2001, Mr. Smit served as Vice Presiclent,
Finance and Administration of eGain. From June 1998 to June 1999, Mr. Smit served as Director of Finance of
eGain. From December 1996 to May 1998, Mr. Smit served as Director of Finance for WhoWhere? Inc., an
Internet services company. From April 1993 to Noveniber 1996, Mr. Smit sérved as Vice President of Operanons
and Chief Financial Officer of Velocity Incorporated, a software game developer and pubhshmg company.
Mr. Smit holds a Bachelor of Commerce in Accounting from Rhodes University, South Afnca

Promod Narang has served as Sr. Vice President of Engmeermg of eGain since March 2000 Mr. Na rang
joined eGain in October 1998, and served as Director of Engineering prior to assuming his current position. Prior to
joining eGain, Mr. Narang served as President of VMpro, a system software consulting company from Septeraber
1987 to October 1998. Mr. Narang holds a Bachelors of Science in Computer Science from Wayne State University.

" Thomas Hresko has served as Sr. Vice President of Worldwide Sales since November of 2005. From July
2004 to October 2005, Mr. Hresko served as Vice President, Worldwide Sales for Corrigo, an enterprise
application software company. From April 2002 to October of 2004 Mr. Hresko served as Vice Presidert of
Worldwide Sales at Primus Knowledge Solutions, a software company specializing in knowledge manageraent |
and self service. From January 1990 to January of 2002, he served in sales management positions at Netvrork
Associates, an enterprise software, security and anti-virus software company. In his most recent position, he
served as Vice President Worldwide Sales for the customer relationship management software division. From
1981 to 1987, Mr. Hresko served in marketing and sales management positions at Sprint Communicatiors, a
telecommunications company. Mr. Hresko holds an M.B.A. from Harvard University and B.B.A from the
University of Michigan.

The information contained under the caption “Section 16(a) Beneficial Ownership Reporting Compliaﬁ_ce"
in the definitive Proxy Statement for the Company’s 2006 Annual Meeting of Stockholders is incorporated herein
by reference.
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ITEM 1. EXECUTIVE COMPENSATION

The information contained under the heading “Executive Compensation” and under the captions “Director
Compensation,” and “Recent Option Grants” in the definitive Proxy Statement for eGain’s 2006 Annual Meeting
of Stockholders is incorporated herein by reference. :

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT
AND RELATED STOCKHOLDER MATTERS

The information contained under the heading “Security Ownérship of Certain Beneficial Owners and
Management” in the definitive Proxy Statement for e¢Gain’s 2006 Annual Meeting of 'Stockholders is
incorporated herein by reference. '

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

. The information contained under the caption “Related Party Transactions” in the definitive Proxy Statement
for eGain’s 2006 Annual Meeting of Stockholders is incorporated herein by reference.

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES

The information contained under.the heading “Principal Accounting Fees and Services” in the definitive
Proxy Statement for eGain's 2006 Annual Meeting of Stockholders is incorporated herein by reférence.
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~ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES

@ 1.

2.

3.

PARTIV

Financial Statements
See Index to Financial Statements in Item 8 of this Report.

Financial Statement Schedule
Financial statement schedule, which is included at the end of this report:

Schedule II—Valuation and Qualifying Accounts.

Exhibits
See Item 15(b) of this report.

All other schedules have been omitted since they are either not required, not applicable or the mformal ion
has been included in the consolidated financial statements or notes thereto,

[ - : , ) R

(b) Exhibits T ’ Co

" The exhibits listed below are filed or incorporated by reference herein.

Exhibit
No.

3.1

3.2

3.3

4.1

42

10.1(a)
10.2(a)#
10.3(a)#
10.4(a)

10.5(a)#

10.6(a)y#

10.7#

Description of Exhibits
Certificate of Correction of Restated Certificate of Incorporation filed with the Secretary of State of
the state of Delaware on February 13, 2001.
Certificate of Amendment of the Amended and Restated Certificate of Incorporation filed with the
Secretary of State of the state of Delaware on August 19, 2003.

Amended and Restated Bylaws filed as Exhibit 3.3 to eGain’s Registration Statement on Form S-1,
File No. 333-83439, originally filed with the Commission on July 22, 1999, as subsequently
amended, and incorporated by reference herein.

Registration Rights Agreement dated as of August 8, 2000, filed as Exhibit 10.2 to ¢Gain’s Current
Report on Form 8-K dated August 15, 2000, and incorporated by reference herein.

Form of Warrant to Purchase Common Stock, filed as Exhibit 4.1 to eGain’s Current Report on
Form 8-K dated April 4, 2004, and incorporated by reference herein.

Form of Indemnification Agreemcnt
Amended and Restated 1998 Stock Plan and forms of stock option agreements thereunder.
1999 Employee Stock Purchase Plan.

Golden Gate Commercial Lease Agreement dated as of July 21, 1998 between Registrant and
Golden Gate Commercial Company.

Amendment to Common Stock Purchase Agreement dated as of June 24, 1998 between Registrant
and Ashutosh Roy. )

Amendment to Common Stock Purchase Agreement dated as of June 24, 1998 between Registraiit
and Gunjan Sinha. : .

Amended and Restated Inference Corporation 1993 Stock Option Plan assumed by eGain
Communications Corporation (assumed by eGain in connection with Inference acquisition), filed as ~

. Exhibit 10.1 to Inference Corporation’s Registration Statement on Form §-1, No. 333-92386 and to -
Exhibit 10.4 to Inference Corporation’s Annual Report on Form 10-K/A for the fiscal year ended
January 31, 1999, and incorporated by reference herein.
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10.9#. - -

10.10#

10.11#

10.12#

10.13

10.14

«4
10.15(b)
10.16(b)
10.7(b)

10.18
10.19

10.20

10.21

10.22

10.23

Description of Exhibits
eGain Communications Corporation 2000 Non-management Stock Option Plan, filed with the

Commission on September 28, 2000 on eGain’s Annual Report on Form 10-K for the ﬁsca] year
ended Jure 30, 2000, and incorporated by reference herein. - - S

Inference Corporation 1998 Non-Management Stock Option Plan, filed with the Comrmssmn on'
April 29, 1999 as Exhibit 10.6 to Inference Corporation’s Annual Report on Form 10-K for the
fiscal year ended January 31, 1999, and incorporated by reference herein. .

Inference Corporation 1998 New Hire Stock Option Plan (assumed by eGain in connection with
Inference acquisition), filed with the Commission on September 3, 1999 as Exhibit 10.7 from
Inference Corporation's Registration Statement on Form $-8, No. 333-86471, and incorporated by
reference herein. .

P

Inference Corporation Private Placement Stock Option Plan (assumed by eGain' in connection with
Inference acquisition), filed with the Commission on September 3, 1999 as Exhibit 10.7 from
Inference Corporation’s Registration Statément on Form $-8, No. 333 86471 and incorporated by

reference herein. \

Inference Corporation Fourth Amended and Restated Incentive Stock Optlon Plan and Nonqualified
Stock Optton Plan (assumed by eGain in connection with Inference acquisition), Incorporated by

" reference to Exhibit 10.2 to Inference Corporatlon ] Reglstramn Statement on Fon'n S 1,

No. 333-92386. :

Securities Purchase Agreement, filed as Exhibit 10.1 to eGain’s Current Report on Form 8-K dated
August 15, 2000, and incorporated by reference herein.

Loan and Security Agreement between eGain and Silicon Valley Bank dated March 27,2002, filed .
as Exhibit 10.1 to eGain’s Quarterly Report on Form 10-Q for the quarter ended March 31, 2002,
and incorporated by reference herein.

Waiver and Loan Modrﬁcatron Agreement between eGam and Silicon Va]ley Bank dated May 16,
‘2002,

* Second Waiver and Loan Modlﬁcatlon Agreement between eGam and Sllrcon Valley Bank, dated
June 25, 2002.

Thtrd Wawer and Loan Modtﬁcatton Agreement between eGam and Slllcon Valley Bank, dated

August 30, 2002,
Accounts Receivable Purchase Agreement between eGain and Silicon Valley Bank, dated

’ September 20, 2002, filed as Exhibit 10. 2 to eGain’s Quarterly Report on Form 10-Q for the quarter °

ended September 30, 2002.

Note and Warrant Purchase "Agreement by and between eGain Commumcanons Corporauon and
Ashutosh Roy dated as of December 24, 2002, filed as Exhibit 10.2 to eGain’s Current Report on
Form 8-X filed with the Commission on December 27, 2002. ’

Form of Subordinated Secured Promissory Note, filed as Exhluit 10.3 to eGain’s Current Report on
Form 8-K filed with the Commission on December 27, 2002.

Subordination Agreement and Consent l:)y and between Ashutosh Roy and Silicon Valley Bank
dated as'of December 24, 2002, filed as Exhibit 10.4 to eGain’s Current Report on Form 8-K filed
with the Commission on December 27, 2002.

Accounts Receivable Purchase Modification Agreement between eGain and Silicon Valley Bank,
dated March 25, 2003, filed on eGain’s annual report on 10-KA on October 16, 2003, and
incorporated by reference herein.

Accounts Receivable Purchase Modification Agreement between eGain and SlllCOIl Valley Bank,
dated September 19, 2003, filed on eGain’s Quarterly Report on Form 10-Q for the quarter ended
September 30, 2003, and incorporated by reference herein. =~
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Exhibit
No.

10.24°

10.25
10.26

10.27

1028

10.29
10.30
10.31
10.32

10.33#

10.34# _

10.35

1036

10,37,

211
23.1
24.1
3117
312

: form 8-K on Aprll 4, 2004, and incorporated by reference herein. o

. . Description of Exhibits

. Amendment #2 to Note and Warrant Purchase Agreement by and between eGain Communications"_ o
.Corporation and Ashutosh Roy dated October 31, 2003, filed on eGain’s Quarterly Report on Form 10-Q

for the quarter ended September 30, 2003, and incorporated by reference herein. .

- Accounts Receivable Purchase Modification Agreement between eGain and Silicon Valley Bank, + -

dated December 19, 2003, filed on eGain’s Quarterly Report on Form 10 QQ for the quarter ended .
December 31, 2003, and incorporated by reference herein. .~

Note and Warrant Purchase Agreement by and between eGain Communications Corporation and tlie
Lenders dated as of March 31, 2004, filed as Exhibit 10.1 to eGa.m s Current Report on form 8-K ¢n
April 4, 2004, and incorporated by reference herein.

Form of Subordinated Secured Promissory Note, filed as Exhibit 10.2 to eGain’s Current Report on

1

" Subordination Agreement and Consent by and between the Lenders and Silicon Valley Bank dated as

of March 31, 2004, filed as Exhibit 10.3 to eGain’s Current Report on form 8-K on April 4, 2004,
and mcorporated by reference herein. ' S

- Restructunng Agreement between eGain and each holder of Series A Convertlble Preferred Stock

dated September 29, 2004, filed as Exhibit 10.1 to eGain’s Current Report on Form 8-K on
September 30, 2004, and mcorporated by reference herein. .

. Accounts Recervable Purchase Modtﬁcatron Agreement between eGam and Slllcon Valley Bank, dated

October 29, 2004, filed as Exhibit 10.1 to éGain’s Current Repon on Form S-K on November 3, 200¢I
and incorporated by reference herein.

o

: Accounts Recelvable Purchase Modlﬁcauon Agreement between eGain and SlllCOIl Valley Bank,

dated Décember 28, 2004, filed on eGain’s Quarterly Report on Form 10-Q for the quarter ended

December 31, 2004, and incorporated by reference herein. .

* Accounts Receivable Purchase Modification Agreement between eGam and Slhcon Valley Bank,

dated March 29, 2005, filed as exhibit 10.1 on eGain’s Quarterly Report on Form 10- Q forthe
quarter ended March 31, 2005, and incorporated by reference herein.’ '

eGain Communications Corporation 2005 Stock Incentive Plan, filed on May 16 2005 as exhibit 10.2
on eGain’s Quarterly’ Report on Form 10-Q for the quarter ended March 31, 2005, and mcorporated by
reference herein.

eGain Communications Corporatlon 2005 Ma.nagement Stock Optron Plan, filed as Exhrblt 10.1 o
eGain’s Current Report on Form 8-K on June 2, 2005, and incorporated by reference herem

Accounts Receivable Purchase Modification Agreement between eGain and Silicon Valley Bank,. .
dated October 27, 2005, filed as exhibit 10.1 on ¢Gain’s Quarterly Report on Form 10-Q for the
quarter ended September 30 2005, and mcorporated by reference herein.

Accounts Receivable Purchase Modification Agreement between eGain and Silicon Valley Bank,
dated January 27, 2006, filed as exhibit 10.1 on eGain’s Quarterly Report on Form 10-Q for the
quarter ended March 31, 2006, and incorporated by reference herein.

. Accounts Recenvable Purchase Modification Agreement between eGain and Slhcon Valley Bank

datedJu1y28 2006. ) : e

.. Subsidiaries of eGain Communications Corporation. |

Consent of BDO Seidman, LLP, independent Registered Publlc Accountmg Firm,

Power of Attorney (see Slgnature Page). ) ‘
Rule 13a- 15(e)/15d-15(¢) Certtﬁcauon of Chief Executive Ofﬁcer o )
Rule 13a- 15(e)/15d-15(e) Certification of Chief Financial Ofﬁcer. J ‘ \ -
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Exhibit -
No. Description of Exhibits

32.1 - Certification pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes
... Oxley Act of 2002 of Ashutosh Roy, Chief Executive Officer.* Lo .o

322 Certification pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes
Oxley Act of 2002 of Eric Srmt, Chief Financial Officer.*

(a) Incorporatcd by reference to cGaln ] Reglstrauon Statement on Form S-1, File No. 333- 83439 originally -
filed with the Commission on July 22, 1999, as subsequently amended.

(b) Incorporated by reference to ¢Gain’s Annual Report on Form 10-K for the fiscal year ended June 30, 2002
filed with the Commission on September 30, 2002.

# Indicates management contract or compensation plan or arrangement.

* The material contained in this-exhibit is not deemed “filed” with the Securities.and Exchange Commission
and is not to be incorporated by reference into any filing of the company under the Securities Act of 1933 or
the Securities Exchange Act of 1934, whether made before or after date hereof and irrespective of any
general incorporation language contained in such filing. ‘ . o

. " . 4
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SIGNATURES o

Pursuant to the requirements of Section: 13 or 15(d) of the Securities Exchange Act of 1934, the
registrant has duly caused this report to be signed on its behalf by the undersigned, tllereuuto duly
authorized on September 27, 2006. . .

ML) . W

cGAIN COMMUNICATIONS CORPORATION
. i
S By: - st ASHUTOSH RoY
S o Ashutosh Roy
' Chief Executive Officer '

- KNOW ALL MEN BY THESE PRESENT, that each person whose signature appears below constitutes md :
appoints Ashutosh Roy and Eric Smit, and each of them, his true and lawful attorneys-in-fact-and agents, eich
with full power. of substitution and resubstitution,’ for him and in his name, place, and stead, in any and all
capacities, to sign any and ali amendments to this annual report, and to file the same, with exhibits thereto and
other documents in connection therewith, with the Securities and Exchange Commission, granting unto said
attorneys-in-fact and agents, and each of them, full power and authority to do and perform each and every act and
thing requisite and necessary to be done, as fully to all intents and purposes as he might or could do in person,
hereby ratifying and confirming all that each of said attomeys-in-fact and agents or their substitute or substitites
may lawfully do or cause to be done by virtue hereof.

Pursuant to the re(']uirements of the Securities Exchange Act of 1934, as amended, this report has b:en
signed below by the following persons on behalf of the Registrant and in the capacities and on the dztes
indicated.

Name | o e Date
fs/ AsHUTOSH Roy Chief Executi_ve Officer and Diréctor September 26, 2005
Ashutosh Roy (Principal Executive Officer)
/s/ _Eric N. SMIT . Chief Financial Officer September 26, 2005
Eric N, Smit {Principal Financial Officer)
/s! MARK A. WOLESON Director " September 26, 2005
Mark A. Wolfson . '
/s/ _DaviID BROWN Director September 26, 2000
David Brown
/s/ _GUNJAN SINHA Director : September 26, 2006
Gunjan Sinha
/s/  PHIROZ P. DARUKHANAVALA Director September 26, 2001

Phirez P. Darukhanavata
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i . N i
SCHEDULE H—VALUATION AND QUALIFYING ACQOUNTS ;
' (in thousands) i
Amtmn;s
Balance at  Additions Written
Beginning Chargedto Off, Netof Balance at
of Period ~ Expense  Recoveries End of Period '

Allowance for Doubtful Accounts: _ L : ' '
Year ended June 30,2006 ................ [ $266 $(22) $(124) $120
Year ended June 30,2005 .......... e $138 | $179 $ 51 $266
Yearended June 30,2004 .............0iiiiinann... $185 $32° $ 719 $138

: i

[}
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